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Preface 


The aim of this book on economic analysis and public policy is to be at 
the same time rigorous in analysis, yet meaningful and teachable in 
content. Our goal has been so to integrate theoretical and descriptive 
material as to give greater meaning to both. By applying the theoretical 
analyses to problems of current public policy, we have sought to avoid 
a sterility that is unfortunately common in. untrijducVJry . economics 
courses and to give students practice in analyzing the real-world prob- 
lems of today and the future. Because we have not evaded currently 
disputed issues, on occasion we may have failed to give a completely 
objective picture; as pointed out in the text, this failure is an inevitable 
result of any attempt to analyze complex policy problems, and we do 
not consider an occasional misstep of this kind serious so far as the use- 
fulness of the material as a point of departure in the classroom is con- 
cerned. At times principles have been stated without the many detailed 
qualifications that would make them strictly accurate; inclusion of all 
such refinements on an introductory level would serve far more to con- 
fuse students than to improve their grasp of the material concerned. On 
the other hand, rigorous adherence to the fundamentals of scientific 
method in social study has been a major purpose — straight thinking is 
surely a paramount goal in any college course. 

The book is so arranged that the material flows logically from one 
part to another. However, if desired, certain parts may be used as 
separate units, and some shifting of order is quite feasible. For example, 
teachers interested in emphasizing theory and minimizing “institutional” 
material may want to skip from Part IV to Part VII. Others may prefer 
to omit some of the theoretical material and focus attention on the descrip- 
tive parts, which would in that case be less meaningful but nevertheless 
could be effectively taught. Certain chapters can easily be omitted with- 
out disturbing the flow of thought; examples are Chapter 34 on “Legal 
Regulation of Wages and Hours of Work,” and Chapter 42 on “Gold and 
the Price Level.” 

In a work of this sort the problem of acknowledgments is an extremely 
difficult one. Over the past several years many members of the Depart- 
ment of Economics at Iowa State College have participated in teaching 
the various versions of the book as it has grown into being. Their sug- 
gestions and criticisms have proved extremely valuable. To list all those 
who have made valuable suggestions is impossible, but special acknowl- 
edgment is due to a few. Mr. Limen Smythe continually made useful 
suggestions and wrote some of the material in the early phases of the 
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project. Mrs. Marjorie Hill Smythe ■ contributed many hours and in- 
numerable penetrating comments. Mr. Lloyd Barber’s suggestions on 
the sections on value and distribution theory have been judicious and 
ingenious. Dr. Margaret Reid has served throughout as a kind of “pro- 
voker” to renewed and better efforts. Outside this college staff, several 
other economists have generously read and criticized portions of the 
manuscript, and special recognition is due our editor. Dr. E. A. J. Johnson 
of New York University, whose keen comments, devastating criticisms, 
and enthusiastic eulogies spurred us on to make changes that greatly im- 
proved the text in clarity and teachability. Lastly, the many classes of 
elementary students at Iowa State College who have served as willing, 
and unwilling, guinea pigs should perhaps have the greatest thanks of all. 
To all these we are happy to express our sincere appreciation. We alone, 
however, are responsible for the material as it now stands, and of course 
nothing in the book is to be construed as reflecting the views of the Board 
of Governors of the Federal Reserve System. 

The book was started and largely completed as a joint work of the two 
authors, while both were teaching at Iowa State College, and cross- 
fertilization of ideas has been an important part of its development. 
Authorship is fairly distinctly divided, however, with regard to most of 
the material included. Miss Bowman is largely responsible for the organ- 
ization and writing of the whole of what is usually termed “value and 
distribution theory” and of most of the accompanying “institutional” 
material, comprising the first seven parts of the book, except that Mr. 
Bach has shared equally in. the writing of several of the early chapters 
of Part I, and of important sections of Part V. For the entire remainder 
of the book, beginning with Part VIII, Mr. Bach is largely responsible. 


M. J. B. 
G. L. B. 
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CHAPTER 1 

The Problem of Economizins 


People everywhere strive to obtain what they anticipate will bring them 
satisfaction; but on whatever part of the globe they may be and at what- 
ever time, most of the means for satisfying these wants are available only 
in limited amounts, in quantities less than the people desire. Indeed, few 
things in our lives today are available in such quantities that everyone can 
have all he wants of them free. Even fresh air is something for which 
people pay in urban rents. 

A problem of “economizing” arises when people want more of a thing 
than is freely available, and when there are alternative uses to which it 
may be put or different rates at which it may be consumed over a period 
of time. Individuals face a problem of economizing in the use of scarce 
time, money, and energy. If we spend our time in one way we must 
forego spending it in another; for most of us time is scarce and there 
are many alternative uses to which it may be put. Businesses face a 
problem of economizing in the use of machinery, labor, and raw materials. 
Society as a whole faces the problem of determining how the many re- 
sources of the whole society will be used. 

Most of the goods which we as individuals want to consume (shoes, 
coats, houses, automobiles, taxis, movies, food) are made with the services 
of land, machines, raw materials, human labor — resources that are limited 
in quantity and that can be used in a number of different ways. Both the 
goods and the resources that contribute to producing them are “economic” 
in that there is a problem of economizing in their use. Moreover, all 
these economic goods and services are also transferable; they can be 
bought and sold, though they are not necessarily thus transferred from 
one potential user to another. 

Many attempts have been made to define precisely the field of economic 
study. It is always difiicult to frame definitions to which no exceptions 
can be taken. Here we are interested only in setting forth the core of 
economics. 

Three conditions characterize the goods and services the economizing 
of which is the central problem in our study of economics: (1) scarcity, 
(2) alternative uses, and (3) transferability. Something is “scarce” 
when people want more of it or of the things it can help produce than 
is freely available. Thus even in years of large crops when prices are 
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low, wheat will be “scarce” in that there will not be as much of it as people 
would like to have if they could get it for nothing. But scarcity alone is 
not enough to create a problem of economizing; there must also be some 
choice with regard to how a consumer’s good or a productive resource 
will be used. The choice may be one of different uses at a given time, 
or one of spreading the use in different ways over a period of time. 
Finally, in order to be strictly economic, goods and services must be 
transferable from one individual to another. Through transfers there 
is the possibility of exchanging the goods and services either for money or 
for other goods and services. The emphasis placed on transferability is 
of great importance because we are interested primarily in social rather 
than individual economy. , 

The functioning of a society in its use of the total economic resources 
available to it is the core of economic study, and many broad problems 
are associated with this core. In the following sections of this chapter 
we shall briefly examine first, the selection and consumption of goods in 
a society ; second, the nature of the resources with which we work ; third, 
the role of economic organization in bringing together scarce resources 
for the production of the desired goods and services ; and fourth, some of 
the interests of individuals in the functioning of the economic system. 

Production for Consumption 

You and I and all the rest of the people are the ultimate consumers of 
the goods and services produced by the total economy. We buy and use 
food, clothes, houses, movies, books, and many other things. It may 
appear at first sight that we work to get “money”; but why do we want 
money? Unless, like King Midas, we want primarily the satisfaction of 
counting our coins, we want the money for what it will buy. Thus in our 
capacities as producers we seek money to spend on goods and services that 
we should like to consume. How do we get the money? Each of us gets 
it by producing things other consumers want to buy. The entire economy 
is thus ultimately directed toward providing the things we want as con- 
sumers. It may operate well or poorly to this end; nevertheless, our 
motivations in economic life may be largely traced back to our desires for 
satisfactions derived from consumption of goods and services. 

Scales of preferences, planes of living, standards of living 

What do we want and what do we get? 

You might make out a list of the economic goods and services you want, 
ranking them in the order of their importance. This would become very 
complex if it were at all complete. There would be a lot of alternatives 
Perhaps you would prefer a $1,000 car to a $1,000 vacation trip; but you 
might prefer a $700 car and a $300 trip to either a $1,000 car or a $1,000 
trip alone. The list of your many preferences arranged in order of im- 
portance is called a “scale of preferences.” It is with such a scale vaguely 
in mind that you make your actual selections of goods and services. 

The economic goods and services you actually consume constitute your 
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individual **plane of living.” The total of economic goods and services 
actually turned out and used by a whole economy constitutes the plane of 
living of all the consumers in that economy viewed collectively. The 
plane of living is thus a composite of all the economic goods and services, 
big or small, important or unimportant, which are actually consumed. 

Scales of preferences and realized planes of living are to some extent 
related: On the one hand, scales of preferences affect planes of living, 
while on the other, planes of living influence scales of preferences. Those 
persons who are in a position to influence the ways in which resources 
are used will exert their influence in accordance with their preferences. 
Such volition may be exercised by individual consumers in America; 
whereas in totalitarian countries a dictator may determine the consuming 
habits of his subjects. In either case preferences will affect the ways in 
which resources are used and will influence the composition of the planes 
of living which result. The influence of planes of living on scales of 
preferences is equally obvious. Your individual preferences will depend 
in part on your past experiences with items composing your own planes of 
living, and in part on your knowledge about the items in the planes of 
living of other people. Changes in the composition of these planes will 
often lead to changed ideas of the relative importance of various goods 
and services; in short, to changes in scales of preferences. 

.But in stating that planes of living influence scales of preferences we 
have by no means explained the composition of scales of preferences, nor 
can we fully explain them here. For we must look back of particular 
preferences to the general satisfactions we expect to derive from our con- 
sumption of goods and services. We want physical comfort in living — in 
eating, sleeping, bathing, visiting, reading, traveling. We want aesthetic 
surroundings, excitement and entertainment, security and peace, intel- 
lectual stimulation, friendship and affection, and many other highly 
subjective satisfactions. Economic goods and services sought in ac- 
cordance with scales of preferences are means contributing to some of 
these satisfactions. Some of these satisfactions, on the other hand, can 
be realized only through noneconomic channels. Yet the sum total of the 
satisfactions sought may be described as the “standard of living” of an 
individual or of a group. Hence, in summary, we may conclude: 

1. A standard of living is the sum of the satisfactions sought by an 
individual or group. Economic activity can contribute to the realiza- 
tion of some of these satisfactions. 

2. A scale of preferences is a ranking of specific goods and services in 
the order of their importance to an individual or a group. 

3. A plane of living is the sum total of the goods and services an indi- 
vidual or a group actually consumes. 

Thus it is the standard of living that leads us to have certain prefer- 
ences for particular kinds of economic goods and services, which we then 
attempt to obtain in one way or another by economic activity. The 
resulting productive activity turns out goods and services that make up 
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the actual plane of living. Lastly our experience with that plane and 
with its capacity to yield satisfactions in turn influences both our scales 
of preferences and our standards of living. 

The meaning of the phrases “standard of living,” “scale of preferences,” 
and “plane of living” may be illustrated by some attitudes toward one 
phase of a standard of living; the satisfactions to be obtained from 
bathing, and the corresponding rank of bathtubs in scales of preferences. 

In a book called Are We Civilized? Robert Lowie describes the atti- 
tudes of various peoples toward cleanliness.^ He says of the Eskimos, 

As rats leave a sinking ship, so vermin will leave a dying man according to 
Greenland theory. Hence a louseless Eskimo is ill at ease. 

However, of another primitive tribe he reports; 

Day in and day out the Cheyenne of our Western Plains took their plunge, even 
when they had to break the ice in the wintertime. 

Baths were suspect in Europe in the Middle Ages. Of this civilization 
Lowie says. 

To be sure, Christianity did not oppose baths per se — so long as they were in- 
tended to serve cleanliness of health and not sheer pleasure. But the ascetically- 
minded naturally set up lofty standards. One saint was for letting the sick 
bathe as often as they pleased, but others-;-especially the young — were to do so 
rarely, and monks were to be allowed ablutions at Christmas and at Easter. 

Yet public baths became popular because, 

. . . the crusaders got into touch with Oriental customs and were stimulated 
into more frequent indulgence. Hence sprang the great public establishments 
of the Middle Ages which became truly popular and indispensable institutions. 
... As in ancient Rome, so in medieval Europe the public baths became an in- 
stitution with very wide functions indeed. . . . Why bathe at home when one 
could so much more agreeably meet pleasant company at the sweathouse? 

Apparently the satisfactions to be derived from bathing vary according 
to customs and conditions. Standards of living, insofar as they relate to 
bathing at least, show wide differences among these different groups. 

Even within the past century in America there have been important 
shifts in the attitude toward bathing and the satisfactions associated with 
it. In an old physiology text published in 1848 appear the following 
remarks; 

We bathe the face and hands daily, and oftener, and know how comfortable 
the skin upon these parts feels after this operation. But if this duty is neglected, 
the skin is irritable and irritated; it seems stiff and loaded, and we feel disposed 
to scratch and rub it to remove the disagreeable burden. But the other parts, 
which are not so frequently washed, are not so easily offended. They bear the 
burden of accumulated excretions and dust with less complaint. But if they 
were cleansed as faithfully as the hands and the face, they would be equally sensi- 
tive, and feel as keenly the comfort of a bath and the discomfert of neglect 
This sensibility of the skin of the hands and face is a mere matter of cultivation, 

^ Lowie, Robert H., Are We CivUizedt Harcourt Brace & Co., New York, 19W. 
p.235ff. 
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and might as well be cultivated in the skin of the other parts which are covered 
with clothing. But those parts which are not exposed to sight are with most 
people rarely, and with some never, bathed; and the great majority of mankind 
leave so much of their surface untouched with water, from summer, through the 
entire cold season, until summer again returns. . . 

It is desirable that every one should be able to take, daily, a plunge bath. 
But this is impossible for all. The convenience of a large bathing tub cannot 
be provided in every house. Yet a good substitute is within the reach of all. 
The sponge bath is very easily taken, and requires but a very limited and 
simple apparatus.® 

These last two paragraphs reveal something about the standards of 
living and the scales of 'preference and planes of living in this country in 
1848 insofar as they relate to bathing. The purpose of the writer quoted 
was to urge a standard of cleanliness “higher” than was then common. 
In the first paragraph, he points out the satisfactions and benefits of 
frequent bathing, and laments the “low” standard of living represented 
by the annual bath. In both paragraphs he implies the low position of 
bathtubs in scales of preferences. The second paragraph reveals that 
the bathtub was not a common item in the planes of living of that day. 
This is confirmed by Godey’s Lady’s Book for the same period. The 
issues for 1848-1850 contain many house plans, but in only one is a bath 
mentioned; 

In the floor of the dining room there is a bath, the lid of which opens like a 
trap-door, and the descent is by steps. The bath is supplied with hot water from 
the boiler in the scullery, and with cold water from a cistern in the back-kitchen.® 

Here then is an example of one particular phase of consumption. We 
might instead have selected the heating of homes, transportation and 
communication, dramatics, music, or art. Whatever the particular exam- 
ples selected, we would have found that there have been shifts over time, 
and that there are differences between individuals and between groups 
of people in these respects today. 

Present American planes of living 

Planes of living, since they can be described and measured in terms of 
goods and services consumed, are easier to observe than are scales of 
preferences or standards of living. The composition of planes of living 
varies greatly as between different civilizations and times. Even in a 
given civilization at a given time the planes of different individuals and 
groups vary with differences in size of income, in degree of security of 
income, in occupation, in social and cultural inheritance, in climatic con- 
ditions, in family composition, in personal needs and tastes. Govern- 
ment surveys have made available considerable information relating to 
items composing planes of living in the United States today. 

The data given in Table 1 — 1 show the average amounts spent per 


* Jarvis, E., Practical Physiology for the Use of Schools and Families, Thomas 
Cowper, TTiwait publishers, Philadelphia, 1848, pp. 23(^231, 233. 

* Godey’s Lady’s Book, Philadelphia, May 1850, “Model Cottage,” page 353. 
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family at different income levels on various groups of com- ^ 
modities. These data are illustrated graphically in Figure 
1 — 1, They may be pompared with the figures indicating 
percentages of family expenditures for different commodity 
categories, as given in Table 1 — 2 and Figure 1 — 2. All 
items increase in absolute amounts with higher incomes, 
but some increase much more than others. Though they 
increase in absolute amount, the expenditures on food absorb 
a much smaller proportion of large than of small incomes. 
Automobiles, on the other hand, take a much larger per cent 
of high incomes. 

These data are indicative of the way in which the budgets 
of families in different income groups are divided among 
major consumption categories. To interpret the data as 



Fig. 1—1. Average expenditures for consumption ot different 
income levels, 1935-1936. 
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indicators of the composition of American planes of living we may take 
one more step. In what income classes do most American families fall? 
In the year 1935-36, approximately half the families in the United States 
had incomes under $1,070. If the population is divided into three groups, 
the income estimates are roughly those given in Table 1 — ^3. 

TABLE 1-3* 

Familt Income DiEmtiBuriON in 
THE U. S., 193&-36 

Lower third Under 1780 

Middle third $780-1450 

Upper third Over $1450 

* Source : National Resources Committee, Consumer Incomes 
in the United States, 1939, p. 9. 
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Fig. 1~2. Proportionate distribution of overage expenditures for consumption at 
different Income levels, 1935-1936. 

Economic Resources and Technology 

The central economic problem of any society is the problem of 
“economizing” scarce resources in order to produce the various goods 
ultimately desired by consumers. 

Concretely, the economic resources of a society take thousands of 
forms. Natural resources (fertile agricultural lands, forests, mineral de- 
posits, waterpower) basically condition and limit the productive possi- 
bilities of the total economy. Natural resources, however, are only a 
part of what is needed for production. There must be labor power to 
exploit these resources, and there must be equipment produced, which 
may be used for further production. The efficiency of the equipment will 
depend not only on the natural and human resources but on the state of 
technology. Thus the wealth of a society will depend on all its resources 
and on the efficiency with which they are combined in production both 
technically and through the society’s organizing processes. 

The resources on which the members of a particular nation may draw 
are worldwide; but barriers to their use may be imposed by the various 
nations. Any attempt to note concretely what these resources are would 
be an abbreviated almanac of world resources. We shall, therefore, take 
a more limited view and examine the resources of the United States, 
recalling, however, that resources outside the United States are drawn 
upon by this country just as American resources are drawn upon by other 
eountnes. 
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Natural resources of the United States 

Although natural resources are very unevenly distributed over the 
V^rorld, in most respects the United States is exceptionally fortunate. Soil 
and climate are so diversified that it is possible to produce efficiently all 
the major crops except tropical products such as tea, coffee, and rubber. 
Coal, oil, iron, copper, and many of the minerals important in a machine 
civilization are available in extensive and rich deposits within continental 
United States. The waterways of the Atlantic seaboard, of the Ohio, 
Mississippi, and Tennessee valleys, and of the Pacific area provide great 
resources in electric power. Lakes and oceans provide sea food. There 
is still a wealth of timberlands although conservation of these areas is 
becoming increasingly important. 

The deficiencies in our natural resomces are revealed by our imports. 
These are mainly of tropical products and sugar. Sugar could be grown 
here; in fact we do produce beet sugar, but it is much cheaper to buy 
sugar from Cuba and other semitropical areas. With the exception of 
rubber, most of the tropical products might be regarded as relatively 
nonessential in the total of our economic activity, though we might miss 
products such as coffee very much indeed. The inadequacy of resources 
to produce these goods may therefore be regarded as of only limited 
importance in our economic life. Some minerals which occupy key 
positions in modern industry (especially for the production of high-grade 
steel used in machine tools) are either wholly imported or are imported 
in very large proportions. This dependency is exaggerated by the 
needs of wartime. The most important examples are nickel, tin, and 
manganese. 

The natural resources in the United States have increased in effective- 
ness with the opening up of transportation facilities and with research 
into uses of new materials and improved and new uses of old ones. At the 
same time, evolving techniques of production call for an ever-increasing 
range of materials, some of which are not available within our national 
boundaries. Thus simultaneously we grow richer in effective resources 
and more dependent on foreign sources of supply of a few particular 
products. The wealth of the country and of the world depends, therefore, 
not only on what lies in hills, and plains, and streams, and oceans; it 
depends also on which of the natural resources we know how to use and 
how well we know how to use them. 

Produced resources of the United States 

The United States is rich not only in natural resources but also in 
equipment with which to carry on production. The National Resources 
Committee estimated the total value of productive equipment in 1935 in 
the United States to be about 190 billion dollars, and the value has since 
increased. If this equipment were destroyed it could be reproduced only 
at very great cost and over a period of many years. Much of this equip- 
ment is highly specialized in the uses to which it may be put: watch- 
making machines, shoe machinery, houses, dairy plants — equipment of a 
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million kinds. Extensive changes in production can be made only slowly 
because special equipment is needed and would have to be produced. 
Existing forms of equipment are frequently not adaptable to the new uses. 
Without its existing railroads, factories, houses, farm buildings, and so on, 
the United States would for many years and decades to come be quite 
incapable of providing the plane of living known to the present generation. 

Manpower in the United States 

Without men to operate them, potential farm lands, mines, or machines 
will produce nothing. It is all these resources in combination that pro- 
duce the goods and services that constitute the planes of living of the 
population. We might measure the extent of the nation’s manpower by 
taking census figures, which show that the total number “in the labor 
force” in the United States at the time of the 1940 census was 52,840,762. 
This includes both employed and unemployed workers (the active and the 
potential workers) in “gainful” employments. In addition there were 
28,838,484 reported as doing housework in their own homes and not en- 
gaged in any gainful employment. But the number of men or manhours 
available is by itself a very poor indicator of the nation’s richness in man- 
power since it ignores the important matter of abilities and training. The 
real productivity of the manpower of the nation depends on brains and 
brawn, on people trained in a million different areas of activity and 
equipped with all degrees of skill and efficiency. 

Technology 

Our civilization is frequently described as a “machine civilization,” a 
term which connotes the technical inventiveness that has been so out- 
standing. The invention of ever more effective production techniques and 
instruments explains to a large degree the planes of living attained in 
recent generations. What can be produced with given resources depends 
on our knowledge of the technological possibilities in the use of the 
resources. The available resources themselves are determined by such 
technological knowledge; the possibility of utilizing at all many things 
depends on such knowledge; and the knowledge determines in part the 
efficiency with which any existing resources can be used. For example, 
many of the minerals now regarded as the most prized possessions among 
our resources were unknown or had little importance a century or two ago. 
The most skilled spinners on the old-fashioned spinning wheel were far 
less productive than are modern unskilled workers combining their efforts 
with machine equipment made possible by our greater technical 'knowl- 
edge. The advanced application of technology to production and its 
effects on the resulting planes of living of the people are two of the mosii 
striking characteristics of modern Western civilization. 

The Economic System 

To recognize that on the one hand we have scales of preferences as to 
what we want to realize in our planes of living and that on the other hand 
we have scarce resources and some degree of knowledge of various tech- 
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oologies for combining these resources productively is not enough; these 
economic resources are not used in a social vacuum. In every society 
there is some set of social processes for the selection of channels into which 
limited resources will be directed and for the determination of the tech- 
niques for combining them. All social processes (family living, religion, 
recreational customs, and so on) have at least an indirect effect on the 
processes of combining resources to produce a plane of living; but some 
processes are more directly focused on the performing of this function 
than are others. In our society these direct processes include, for ex- 
ample, the buying and selling of raw materials, labor, consumers’ goods, 
and other goo^ and services; they include “business activities” of almost 
all kinds. The social processes most directly determining the ways in 
which resources will be combined are the “economic aspects” of social 
structure. These aspects are sometimes roughly designated as the “eco- 
nomic system”; they constitute the structure through which the society 
as a whole “economizes” in the use of its resources. An oversimplified 
statement of the relation of this “economic system” to the elements it 
coordinates may be presented diagrammatically as follows: 



Fig. 1—3. The coordinating function of the economic system. 


Under the impetus to provide the desired goods and services, decisions 
are made as to how scarce resources will be used, and what techniques will 
be employed. The particular ways in which these decisions are made 
may differ somewhat in different societies. It may be that a central 
authority dictates who shall do what, and how goods will Jje divided. 
Or there may be a system of pricing in a free market, such as is described 
rouglily in Chapter 2. But in all societies there must be some method of 
determining how resources will be allocated among various uses. What- 
ever the method may be, this task is the central function of an economic 
system. 

Place of the Economic System in the Achievement 
of Q Standard of Living 

Standards of living have been defined here as constituting a total of 
satisfactions that are considered important. Some of these satisfactions 
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may bo obtained by the use of the economic goods and services wMch 
constitute a plane of living. But it is only insofar as a plane of living nan 
contribute to the realizing of a standard of living that economic actirilgr 
contributes to the achievement of that standard. 

Some satisfactions, such as those derived from attaining prestige in the 
eyes of the community, are realized through both economic and non- 
economic means. Living in a fine house will have its effect; so wiH 
belonging to the “right” club, and being bom in the “right” class, of 
parents of the “right” race and religious creed. The social system pro- 
vides a wide range of channels both economic and noneconomic for the 
attainment of prestige. 

Other satisfactions may be achieved almost entirely through non- 
economic channels. Among the satisfactions sought will be, for example, 
psychological security in a close personal relationship with a friend. 
Obviously no plane of living and no part of a plane of living can fully 
provide this satisfaction. It depends on the availability of someone to 
fill this need, and when that person is found the function that he performs 
cannot be performed in the same way by anyone else, nor can he provide 
this service to just anyone, even though the latter might be willing to 
pay for it. His services as a friend are noneconomic. Associations of 
people in formal or informal groups provide satisfactions of friendship 
and sociability which cannot be provided merely by a large income. 
Associations may be between two individuals. Perhaps a young man has 
a very good voice for the use of which Metropolitan is willing to pay him 
large amounts ; if so his ability is an economic resource. But suppose he 
uses this voice to serenade his sweetheart. She enjoys it much more 
because his voice is beautiful than were he to croak his love for her, but 
no other voice, however beautiful, could be a substitute for his. The 
personal aspect of his serenade removes it from the plane of living and it 
becomes instead a part of the other means by which standards of living 
may be realized. 

The social system which provides these various channels for the 
realization of a standard of living also conditions the ways in which 
economic activities themselves will be carried on. Procedures developed 
in one sphere of action are tied up with activities in other spheres. 
Examples are limitless. Thus we may set up rules of “honesty” which 
we assume will be followed in the various ranges of human action, and 
in some cases we introduce coercive means of enforcing “honest” behavior. 
Certain days are national or religious holidays for us, and only certain 
kinds of work will be done on these days. Because of the abolition of 
slavery the old plantation system of the South has been disappearing, 
thus changing the form of economic activity and social life. And so we 
might continue. 

The particular forms which economic activity will take are influenced 
by the other aspects of social activity and in turn play some part in 
influencing the forms which that social activity will take. There is, in 
short, a mutual interdependence between the economic and the other 
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parts of the total social structure. The “economic system” is but one of 
the systems of social organization directed ultimately to the fulfillment of 
standards of living. 

individuals and the Economic System 

In the functioning of an economic system individuals play various roles. 
They are consumers of its products and they contribute to the creating of 
those products. They are also receivers of incomes, which they expend 
and thereby make their claims to the products of the economy. How do 
individuals view the economic system from each of these roles? Some 
examples may prove revealing: 

1. The man controlling the policies of a manufacturing enterprise is 
interested in how the system functions in its effects on the price of his 
product, on the wages he will pay his employees, on the cost of his 
equipment. He is interested in possible competition from producers of 
substitutes, including those in foreign countries. He is interested in the 
effects of government action designed to prevent him and others from 
forming combinations to keep prices up. He is interested in the effects of 
trade-union activities in his own concern and in the plants of rivals. He 
is concerned with interest rates and the markets for stocks and bonds. 
A host of economic problems are his daily concern. 

2. The farmer has interests in the economic system which are in some 
respects similar to those of the manufacturer. He is interested in factors 
determining the prices of what he has to sell and of what he must buy. 
He is especially concerned with the effects of various economic changes on 
the value of land. He is interested in problems related to the financing 
of farm mortgages. Developments in world trade and their implications 
for the sale of farm products are of great concern to him. 

3. The investor, whether in corporate securities, government bonds, or 
some other form of property, is interested in changing price levels, interest 
rates, the fortunes of particular enterprises and industries. All of the 
economic forces affecting returns on his investments become matters of 
special concern to him. 

4. The laborer has obviously vital interests in the position of laborers 
as income receivers — in the growth and policies of trade-unions, the 
relation between wages and retail prices, the policies of government and 
their effects on employment, the displacement of workers by machines, the 
effects of immigration, or of tariffs, on the position of labor. These 
matters are of particular importance to labor leaders in evaluating various 
policies that they may pursue, whether in dealing with employers or 
politicians. Labor leadership requires a comprehensive understanding of 
economic processes. 

6. The interest of the individual as a consumer is common to all of us, 
but in each particular case it is likely to appear far less important than 
his interest as an income i^ceiver. As consumers we are most immedi- 
ately interested in practices which mislead us and which make prices of 
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particular goods high — for example, in misleading advertising, in costly 
merchandizing, in the effects of tariffs and sales taxes. Our interests as 
consumers spread over a whole range of problems each of which is the 
especial interest of one or more particular producer groups. 

Economic Analysis in the Analysis of Social Organization 

The various broad fields of study and research which have come to be 
classified as natural sciences, social sciences, and philosophy, all con- 
tribute to an understanding of the activities we have just described. 
Some fields of study contribute to an understanding of scales of prefer- 
ences: what they are, how they are determined, and the effects of various 
standards of living and planes of living on personal development and 
living. The contribution of philosophy, and in particular of that branch 
of philosophy known as ethics, is mainly in the examination and analysis 
of the goals and desires which make up the standard of living. Philos- 
ophy also analyzes and interprets scales of preferences and planes of 
living with a view to determining what the contents of these planes 
contribute to satisfactions. Psychology, physiology, and other sciences 
contribute to our understanding of what lies back of a standard of living 
and of how planes and standards are related. Application of the contri- 
butions of these fields is made through home economics and other tech- 
nologies. Thus, dietetics draws on chemistry and physiology to show 
what elements in a plane of living would effectively satisfy some of the 
basic desires in the standard of living of the individuals involved. 

A study of productive resources and technology is no less important. 
The nature of available resources and technical possibilities in their uses 
receive the special attention of technologies, such as engineering and 
certain aspects of home economics. These again are based on pure 
sciences such as chemistry, physics, or biology. Thus the electrical 
engineer derives his analytical techniques and practical judgments largely 
from physics; the home economist applies laws of physics and chemistry 
to cooking or textile manufacture. 

Procedures by which human activities in the use of resources are 
organized in response to our preferences constitute the special field of 
study of the social sciences: economics, sociology, political science, and 
certain aspects of psychology. Political science examines the role of the 
state in the control of social action. Sociology is primarily concerned 
with various aspects of human interrelation such as the operation of 
customs and mores in a society, or the functioning of groups. Economics 
examines another aspect of social organization — ^the system by which 
limited resources are allocated to the attaining of many and diverse ends 
expressed in scales of preferences. 

The special contributions of these different social sciences may be 
illustrated by the use of an example. How, for instance, would specialists 
in each of these fields attempt to interpret trade-union activity? The 
political scientist studies trade-unions as a power group functioning in a 
particular governmental setting. He realizes that they may be provided 
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for direetly within the legal structure or that they may exert an outside 
pressure on that structure and on the division of powers in the state, since 
they are, among other things, channels for the expression of public 
opinion of certain groups. The sociologist is interested in the functioning 
of trade-unions as weapons in the struggle between social classes, as 
devices for increasing the prestige of workers in a certain society, and as 
organizations restricting through group pressure the opportunities for 
advancement of particular laborers. 

The economist is interested in trade-unions because of the way in which 
they influence what is produced, how much, and by whom. He is inter- 
ested, also, in how trade-unions affect people’s incomes, for he knows that 
people with higher incomes have more dollars to spend and will, therefore, 
get more of the total of goods and services. Moreover, to the economist 
the wages of workers are costs of production, and he knows that the way 
in which a society solves many of tlie problems associated with organizing 
the use of economic resources to produce the goods and services that make 
up planes of living will depend among other things on the activities of 
trade-unions in that society. 



CHAPTER 2 


I he Modem Exchanse Economy 


Man lives by cooperating with his fellowmen. There is no truth in the 
entire economic realm which is of more basic importance than this. In 
our modem exchange economy this cooperation is indescribably broad 
and complex; even a brief look around will reveal many of its ramifica- 
tions. We depend for the satisfaction of our simplest wants upon the 
efforts of innumerable people in all parts of the world, as well as upon 
the fmits of the labors of past generations of men and the material 
resources with which they worked. Yet this vast cooperation has been 
essentially undesigned and uncontrolled by man ; there has been no human 
authority presiding over this total complex of activities, organizing them 
all and directing them to the common ends which they serve. 

Man can organize, and indeed he has organized much. Tens of 
thousands of workers are employed in some of our large industrial plants, 
and often many of these huge plants are joined together in a single 
organization. The American Telephone and Telegraph Company, for 
example, spreads over the entire United States, with some 275,000 em- 
ployees and with assets of some $4,000,000,000. But in spite of the 
immense power of such huge aggregations, each business concern plays a 
comparatively small part in the total picture of organizing and coordinat- 
ing the use of all economic resources to satisfy human wants. It is still 
on a cooperation that is largely unorganized by any conscious effort 
that each individual living in a private enterprise economy such as that 
of the United States depends for the very means of life. Most of us take 
this unorganized cooperation for granted, just as we take for granted the 
coming of the seasons. But careful observers have often been impressed 
with the remarkable efficiency of unorganized cooperation. 

Bastiat, a noted economist of almost a century ago, remarked. 


On entering Paris which I had come to visit, I said to myself — Here are a 
million of human beings who would all die in a short time if the provisions of 
every kind ceased to flow toward this great metropolis. Imagination is baffled 
when it tries to appreciate the vast multiplicity of commodities which must enter 
tomorrow through the barriers in order to preserve the inhabitants from falling a 
prey to the convulsions of famine, rebellion, and pillage. And yet all sleep at 
this moment, and their slumbers are not disturbed for a single minute by the 
prospect of such a frightful catastrophe. On the other hand, eighty depart* 
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ments have been laboring today, without concert, without any mutual under- 
standing, for the provisioning of Paris.^ 

We have pursued at some length the central theme that the function of 
an economic system is the organization of a society in such a way as to 
allocate its scarce resources to the various uses preferred. In the per- 
formance of this function a given society develops a variety of ways of 
proceeding, ways which differ from one society to another. But in all of 
them there are certain things which must be done in some way or another. 
Be it America, or Russia, or Timbuktu, there must be (1) some way of 
determining what will be produced, (2) some way of getting resources 
into action to turn out these products, and (3) some way of getting the 
resulting products into the hands of consumers. 

In the simplest of societies all of these things may be done within a 
single family unit. The problem of getting the wishes of the family 
members translated into economic action is a relatively simple and direct 
one. Relatively simple also is the organizing of the productive activity 
itself and of the division of the resulting product. The tasks are allotted 
by custom or by the manager of the household; the resulting products are 
divided among the members in the same way. Thus the family unit 
which directs production is the same as the family unit which consumes 
what its members have produced. 

In contrast, where there is more than one family there is a likelihood 
of some interdependence between the different families. One family 
group develops its specialties and exchanges them for the special products 
of others. The consuming unit ceases to be identical with the producing 
unit. Even in such small communities as those of early colonial America, 
the benefits of specialization and exchange were evident. Although each 
family was to a considerable extent self-sufiicing, operating its own farm, 
yet each tended to develop a special skill. In addition to farming, the 
blacksmith specialized at smithing, and became proficient at it ; the miller 
specialized in milling, and became proficient at it. The blacksmith did a 
good business because his neighbors found it more advantageous to pay 
him for his skilled services than to shoe their own horses; the miller was 
able to mill flour better than each family could for itself. Each tended 
to produce that good or service for which he was especially well fitted and 
trained, and each exchanged part of his product for the products of others. 
Through this process all became better off than anyone could have been 
alone. 

As soon as an important part of the organization of consumption 
activities is separated from an important part of the organization of 
production, new problems arise. These problems begin when some 
families specialize on some things and offer them in exchange for the 
special products of other families. How many blacksmiths should there 

Quoted from Henderson, H. D., Supply and Demand, Harcourt Brace and Co., 
New York, 1922, p. 5. The student will find the introductory chapter of this little 
book an excellent introduction to the study of economics. 
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be in a certain area? How many millers? How much flour should be 
milled and who should get it? The process by which these questions are 
answered is the process of exchange. If there are too many blacksmiths, 
they soon find that they do not have enough to do ; people will not offer 
much of other things in order to get the services of a blacksmith. Some 
of the men who would otherwise have been blacksmiths decide to become 
millers instead. It is in such simple processes that we find the seeds of 
the unconscious organization of economic activity so necessary to the 
complex system of the present day. The larger the proportion of pro- 
ductive activity specialized and the larger the proportion of consumption 
obtained through exchange, the more complex our economy becomes. 
The more complex that economy, the greater the likelihood that it may 
get out of gear, the greater the danger that there may arise serious 
maladjustments. With such developments the need for understanding 
economic processes becomes increasingly urgent, and the attaining of that 
understanding becomes simultaneously more difficult. It is the task of 
the present chapter to undertake a broad preliminary survey of the ways 
in which economic processes are organized in a modern society. 

The Advantages and Limitations of Specialization 

Relation between specializotion and exchange 

Specialization and exchange appear hand in hand. Today we are all 
familiar with the assembly line techniques perfected in huge automobile 
plants, where each person does only one very small task but does it with 
the highest degree of skill and rapidity. Throughout society this speciali- 
zation obtains. Skilled machinists grind metal parts to thousandths of an 
inch. Stenographers take shorthand and type at the rate of many words 
per minute. Accountants record the details of involved financial trans- 
actions. Bakers mix huge batches of dough to an exact consistency, 
making bread to be distributed by truck drivers, who do nothing else. 
And -of course this specialization and division of labor among human 
beings is even less than the amazing specialization and division of labor 
now built into machinery. It is necessary to see in operation an auto 
assembly line, or an automatic bottling machine, or an automatic card 
punching and sorting machine to appreciate the wonders which mechani- 
cal genius has wrought. 

But none of these efficient, specialized persons, with the possible ex- 
ception of the farmer, could subsist more than a very brief period if he 
were suddenly to be thrown completely on his own for support. The 
genius who created the automatic sorting machii'ie lives only by the very 
roundabout exchange of the products of his creation for the wheat of the 
farmer, the auto of the manufacturer, the marketing services of the 
storekeeper. Society obviously gains greatly in production by detailed 
division of labor; but such division of labor can exist only so long as 
exchange of the goods so produced continues freely. The auto mechanic 
could not afford to specialize on repairing motor vehicles unless he were 
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eure that others would produce the multitude of things he wants — food, 
shelter, clothing, amusements — and would exchange them for his repair 
services on their automobiles. The merchant could not afford to special- 
ise in making available a wide range of groceries in desirable surroundings 
unless he were sure that others would produce the things he wants and 
would exchange them for his merchandising services. By the combination 
of our vast natural resources and our amazing system of technological 
efficiency and division of labor, we have lifted our plane of living to levels 
undreamed of a few short decades ago ; but this whole upward movement 
depends also on the system of exchange that is essential to any specializa- 
tion and division of labor. Man lives by cooperating with his fellowmen, 
and the more effective this cooperation the higher is his plane of living. 

The advantages of specialization and exchange 

Specialization of individuals in different occupations, of business enter- 
prises in limited lines of products, of geographic areas in particular agri- 
cultural and industrial products arises in response to the opportunities 
such specialization offers for bettering the economic positions of the people 
involved. No conscious outside force has been directing the development 
of our economic organization. Like Topsy, it just grew. In colonial 
times the miller specialized because he found that the income of goods 
and services that he could earn in this manner was larger than that which 
he could obtain by attempting to be entirely self-sufficient. The farmers 
of Southern California specialize in growing fruits which they exchange 
for Iowa pork, and in this way both the lowans and the Californians can 
attain higher planes of living. 

Since specialization and exchange are two aspects of the same process, 
hr is difficult to distinguish between the factors that may lead to one and 
those that may lead to the other, between the advantages of one and of 
the other. We may ask what the advantages are in developing different 
capacities and skills among different individuals and groups, and we may 
ask what the advantages are in exploiting these differences by specializ- 
ing our activities and exchanging the products of these activities. In 
examining this question we shall consider three primary propositions; 

(1) Specialization of occupations of men and of nonhuman resources 
makes possible greater efficiency in the performing of each separate task. 

(2) Specialization within each business enterprise makes possible more 
efficient organization of production processes; the same thing is true of 
specialization as between different business enterprises. (3) Planes of 
living may be raised by personal and geographic divisions of function that 
focus activities on those things for which each individual or group has the 
greatest “comparative advantage.” 

1. The first of these propositions requires little elaboration. It is 
idjvious tiiat concentrated efforts on particular activities lead to greater 
akilL A man who tried to become a carpenter, doctor, farmer, stenc^ar 
f^KT, and en^neer all at cinoe would prc^bly be inferior at aQ of these 
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occupations. This fundamental fact is expressed in the popular maxim 
"To be jack of all trades is to be master of none.” This fact is no licw 
discovery of our time or generation; it is recognized even among the 
simplest of societies. 

2. The increases in efficiency made possible by specialization within 
and between different business enterprises is due in part to the greater 
efficiency of individuals specializing in the attaining of particular skills. 
It is also due to the saving in time made p>08sible by limiting the number 
of tasks performed by any given individual or machine. The waste of 
time in the use of both men and machines which would result if there 
were frequent shifts from one task to another is obvious ; it is such waste 
that is eliminated in the smooth organization of the modem “streamlined” 
factory. Moreover, modern inventions in technology as well as in the 
organization of production increase the advantages of specialization in 
many production activities. The analysis of complex tasks into separate 
relatively simple parts is a first step in the development of machines to 
displace human labor The appearance of a machine is thus likely to 
lead to a greater division of tasks. And machines themselves are fre- 
quently highly specialized. Finally, the gains in organizational efficiency 
and in the use of machine processes within particular enterprises are 
matched in some respects by the efficiency gained from specialization 
between different firms. Modern mass production turns out machines to 
make machines to make machines that finally make consumers’ goods. 
Frequently little in common exists between the producing of the machines 
and the producing of finished products with these machines. A division 
of function therefore arises between the business enterprises producing 
machines to produce shoes and the shoe manufacturers, or between the 
producers of machines to make cloth and the cloth manufacturers. 

3. The basic argument for free trade between different people and 
different regions rests on what is frequently termed the "law of compara- 
tive advantage.” The qualifications of the various individual members 
of a society differ; so also do the productive capacities of different 
geographic areas. These differences may be due to variations in native 
capacities and natural resources ; they may be due to training and knowl- 
edge of particular skills. Wherever such differences arise there is an 
obvious advantage in specialization and exchange. This is clear in both 
occupational and regional differentiation. 

If one man is a good carpenter but a very poor cook, and the other is ft 
very good cook but a very poor carpenter, it is clear that both can gain bj' 
exchange. But the advantages of occupational specialization are not 
confined to cases in which one man excels in one task, another in some 
other task. It may be that some men are in general more proficient than 
others, whatever the tasks they undertake; but their advantage in some 
tasks will be greater than in others. It may be that Mr. Smith would be 
a better typist or bookkeeper or carpenter than Mr. Jones and Mi, 
Robinson; but his advantage over Mr. Jones is even greater if tb^ 
abilities as business executives or perhaps as doctors or engineers are 
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compared. He will do better to devote his time to engineering and leave 
someone else to do the typing, even though he might also type better than 
the st^ographer he hires. He has a greater “comparative advantage” in 
engineering, and both Mr. Smith and society will gain by his specialization 
on engineering and his delegation of typing to others. Mr. Robinson, on 
the other hand, is less at a disadvantage in typing than in engineering or 
business administration. By specializing in typing he can obtain a higher 
income than he could get if he were to attempt to run a business or become 
an engineer. Typing is more advantageous to him than engineering as 
an occupation, his “comparative advantage” (or comparative least dis- 
advantage) is in typing. 

The advantages of regional specialization and trade are as evident as 
the advantages of occupational specialization. Areas rich in mineral 
resources, fuel, and water power can advantageously specialize in indus- 
trial production, exchanging their products for the outputs of areas rich 
in good crop lands, and for the rubber and fruits of the tropics. Thus the 
Northeast in the United States exchanges manufactured products for the 
agricultural products of the Midwest and the South. The United States 
buys rubber from the East Indies and bananas from Central America ; it 
sells wheat and typewriters and agricultural implements abroad. 

It is obvious that areas blessed with deposits of rare minerals will trade 
these for other products from other regions, that tropical lands will trade 
tropical fruits for textiles not readily available close at hand. But the 
advantages of interregional trade also go further than this. A particular 
area may have an advantage over some other area in a long list of 
products, but it may specialize on some of these only and import the 
others. It does this because its “comparative advantage” in some of these 
products is greater than in others. Thus Iowa has better land for growing 
both corn and wheat than has Kansas, but it specializes on corn and 
imports wheat from Kansas because its advantage in corn growing is 
greater than in wheat growing. Iowa has a “comparative advantage” in 
the growing of corn, Kansas in the growing of wheat. 

Limitations of specialization and advantages of diversification 

Just as there are advantages of specialization, so there are also limita- 
tions to these advantages. Unless the quantities produced are large, a 
refined specialization of tasks is impracticable; the well-knoAvn activity 
of the man putting a single bolt on a Ford car is efficient only because so 
many Ford cars are produced. Extensive specialization requires large 
markets for the goods produced. Moreover, the greater the degree of 
specialization the more complex the problem of coordinating the activities 
of the different individuals within an enterprise and the more vast the 
problem of organizing trade and exchange between the many different 
sectors of the economy. Extensive specialization in manufacture and 
•farming requires also an elaborate development of marketing facilities, 
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such as transportation, finance, wholesaling. This is costly. And along 
with all these things comes insecurity far greater than in a simpler and 
more self-sufficing organization of economic activity. 

Diversification may bc' advantageous if tasks are so related that the 
performing of one contributes to efficiency in the performing of others. 
To ''know more and more about less and less” is not always the most 
efficient procedure. Diversification in the pursuit of related occupational 
skills is clearly important for those in administrative and directing 
positions in economic life ; it may also lead to greater efficiency in many 
crafts and white-collar jobs. The ability to “fit in” with some degree 
of elasticity is a good recommendation. Within a business enterprise 
diversification may be a part of the economical use of by-products of 
technical processes; it may be a direct outcome of coordinated industrial 
research; it may be a response to consumer demands. It is difficult to 
imagine anything much more diversified than the offerings of a large 
modern department store. Diversification in a business enterprise gives 
the enterprise some degree of stability in the face of changing market 
situations. And diversification within a region or a nation provides some 
protection against the insecurity of erratic and drastic changes in outputs 
and markets for single products. 

Specialization and Exchange in the Modern 
American Economy 

Factors encouraging specialization in the American economy 

The development of a complex highly specialized mass production 
economy in the United States is not a matter of historical accident. This 
country has had the advantages of access to a wealth of natural resources 
and to a wide and free area of trade. When we speak of a “big market” 
for a product we mean that there are many buyers of that product. 
Where there are large populations in a position to buy there are large 
market opportunities. The United States grew rapidly in both popula- 
tion and drea. The populations of geographically distant places were 
brought together by the development of a system of transportation previ- 
ously unknown. Whereas in Europe the market was split by restrictions 
on trade between the different nations, in America we were more fortunate. 
The founders of the nation provided that there should be no trade barriers 
between the states, and despite the fact that some restrictions to interstate 
trade have appeared, we have developed essentially as one vast and free 
economy. It is this fortunate conjuncture of circumstances that provided 
the basis for making the United States the leading mass-production nation 
of the early part of the twentieth century. 

Occupational specialization in America today 

The complexity of occupational specialization in America today defies 
full comprehension. The major sectors of economic actiyity of gainfully 
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occupied persons over 16 years of age are shown for the years since 1870 in 
Figure 2 — 1 and Table 2 — 1. The data for the last decade, while not yet 
available in final form, indicate generally a continuance of the trends 
shown in this chart, except for a leveling off of the relative position of 
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Fig. 2 — 1 Proportion of gainfully employed over 16 years of age by major 

occupational groups, 1870—1930.* 

♦ Repro(Uieo<l from The ^tructme of the imerican Economy, National Uesources Com- 
mittee ( WasJi.ugtioi, D. 05. 
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manufacturing, and a somewhat more rapid growth in trade and trans- 
portation and in public service. A more detailed breakdown for the 
year 1935 is given in Table 2—2, but even these are broad classifications, 
within each of which is included a heterogeneous combination of many 
particular occupations and skills. A detailed classification would run 
into tens of thousands of different occupations, ranging all the way from 


TABLE 2—1 * 

NuMBm Of Persons 16 Years or Age and Over in SBiacTBD OccoPAfioNAL Groups, 

1870-1930“ 


(In thousands) 


Occupation Group 

1870 

1880 

1890^ 

J900 

1910 

1920 

mo 

Agriculture and allied occupations 

6,428 

7,830 

8,073 

9,802 <310,872 

no, 524 

10.242 

Mining 

172 

252 

388 

576 

947 

1,083 

983 

Manufacturing and mechanical in- 
dustries 

2,674 

4,033 

5,743 

7,537 

10,253 

12,425 

13,790 

Trade transportation 

1,104 

1,741 

2,969 

4,445 

6,223 

7,360 

9,963 

Clerical occupations 

206 

330 

543 

781 

1^5 

2,952 

3,935 

Domestic and personal service . . . 

1,168 

1,437 

2,133 

2,726 

3,805 

3,605 

5,448 

Profeswonal service 

338 

543 

880 

1,196 

1,727 

2,203 

3,110 

Public service not elsewhere classi- 
fied 

73 

107 

185 

260 

382 

642 

692 


♦Source: Recent Trends in the United Staten, Whittlesey House, 1986, Table 6, 

p. 2 1. Fiffurrs differ f-li| 5 hfly from those in CensuK repoits; atljustnients have been made 
to obtain connnirable figures. 

• The figures of this table are the result of an attempt to derive presumably comparable 
series ot figures from the successive occupation cefnsuses. The figures will not in all oases 
be found in the census reports. In a few instances, estimates have been made by dividing 
figures for combined occupational groups contained in reports of the earlier censuses, and 
in other instances by combining separate censna figures for later years. The composition 
of some of the major groups differs somewhat from that of similarly designated categories 
in the recent census reports, because the recent census categories could not be carried back 
to the earlier years. Other estimates and adjustments in tlie publlslied census figures have 
been ma<le. the more important of which are indicated in the following foiotiiotes. 

Figures for total occupied and for large occupation groups in 1870 are adjusted for the 
probable deficiency in the population enuineratioH in that year. 

« Figures for total occupied and for the larger occupation groups in 1890 are estimated 
from published figures for gainfully occupied persons 15 years of age and over. 

^ Figures for farm laborers in 1910 are adjusted for supposed overenumeration of women 
and children in agriculture. The adjustment probably leaves the figures for agricultural 
laborers in this year still too high. 

® Figure f(^r paid farm laborers in 1920 adjusted for probable underenumeration due to 
the date of the census of that year. 


common unskilled labor at ditch-digging to the most highly trained re- 
search technicians, doctors, and “big businessmen.” 

This occupational specialization has a profound effect on the lives of 
the people of America. It is a far cry from the more intimate community 
of colonial days. The variety of interests which was earlier associated 
with diversity in the job is for many individuals now obtainable only 
through the use of leisure time. At the same time, business executives 
may be faced by a variety of situations and problems which far outruns 
anything known in earlier generations. And finally, the insecurity of the 
individual, and the increased responsibility of the public for providing 
security have in recent years led to profound changes in our econonaie 
ideologies and our concepts of the role of the state in the life of the people. 
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The American Economy 1935 


Equivalent Full Time Employment — 41,411,000 


(In thousands) 


Total Agriculture 

9925 

Fertilizer 

17 

Total Minerals 

664 

Coke 

17 

Petroleum 

109 

Metal Mfg 

2229 

Nonmetallic 

44 

Iron and Steel 

375 

Bituminous Coal 

353 

Nonferrous Metals except Cop- 


Anthracite Coal 

78 

per 

32 

Metallic 

80 

Copper 

10 

Total Manufacturing 

7204 

Other Iron and Steel 

351 

Food, Tobacco and Leather 


Nonferrous Metal Prod 

238 

Products 

1195 

Automobiles 

388 

Dairy Products 

49 

Other Trans. Equip 

93 

Meat Packing 

117 

Electrical Machines 

180 

• Flour Milling 

26 

Other Machines 

577 

Canning 

130 

Printing and Publishing 

305 

Tobacco Mfg 

90 

Book, Music and Job 

127 

Sugar Refining 

26 

Newspapers and Periodicals . . . 

119 

Jjeather 

51 

Allied Industries 

59 

Raking 

218 

Non-Wage Earners Mining and 


Other Food 

171 

Manufacturing 

1386 

Confectionery 

60 

Bulk Distribution 


Shoes 

202 

Wholesale Trade 

1350 

Other Leather Prod 

58 

Business Service 

252 

Textiles 

1739 

Retail Trade 

4970 

Wool and Worsted 

158 

Construction 

719 

Cotton Textiles 

369 

Services to the Consumer 

6563 

Silk and Rayon 

126 

Public Education 

1152 

Rayon Yarns 

51 

Private Education 

207 

Finishing 

75 

Professional Service 

1337 

Knit Goods 

220 

Personal Service 

1488 

Wearing App. Fabric 

574 

Domestic Service 

1823 

Other Textile Prod 

166 

Recreation and Amuse 

232 

Pulp and Paper 

127 

Miscellaneous Serv 

324 

Lumber and Millwork 

304 

Services to the Economy 

6347 

Rubber Tires 

57 

Federal Gov’t Except Post Office 

790 

Other Rubber Prod 

58 

State and Local Gov’t except 


Paper Products 

109 

Public Education 

1241 

Furniture and Related Industries 

134 

Banking and Finance 

1097 

Misc, Lumber Prod 

137 

Post Office 

260 

Miscellaneous Mfg 

249 

Telephone 

292 

Chemicals 

188 

Telegraph 

70 

Paints and Varnishes 

28 

Electric Power 

231 

Clay Products Ex. Pottery . . , 

45 

Gas 

51 

Pottery 

29 

Rail Transport 

1113 

Marble, Granite and Othei 


Auto Transport 

755 

Products . 

72 

Other Transport 

447 

Petroleum Refining 

77 

Miscellaneous 

2029 

Glass 

67 



Cement 

.21 




■ •Source: National Resources Comniitiee, Industrial Committee, Patterns of Resouree 
U«e, Table II. 
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Regional specialization in America today 

Daily newspapers are filled with comments and news involving differ- 
ences in economic interests of different parts of the United States— the 
textiles of New England, the coal and steel of Pennsylvania, Ohio, and 
Illinois, the cotton and tobacco of the South, the corn and wheat of the 
Middle West, the lumber of Washington and Oregon, the range cattle of 
the Rockies, and the fruit of California and Florida. 

One way of measuring the geographic distribution of production is to 
record the numbers of people employed by locations and activities. The 
authors of The Structure of the American Economy classify the broad 
categories of productive activity into three groupings according to the 
nature of their geographic distribution as measured by numbers employed. 
These groupings are indicated in Table 2 — 3. 

TABLE 2—3 ♦ 

Location of Persons Employed in Relation to Resources and 
Consumers, 1935 

Number of persons 


Located close to resources: (thousands) 

Agriculture 9,925 

Fishing 65 

Mining 745 

Manufacturing t 743 

Located close to consumers: 

Services to consumer 6,563 

Services to the economy 6,346 

Services to business 252 

Retail trade 4,970 

Construction 719 

Manufacturing 887 

Relatively footloose: 

Wholesale trade I35O 

Manufacturing 6,881 

Miscellaneous 1,965 


total • 41,411 


t Including sawmill and timber workers. 

* Source: structure of the American Economy, p. 36. 

Specialization in the production of a single consumers' good 

To complete the production of any product and get it to the consumer 
in its finished form involves the use of a wide range of human and mate- 
rial resources, reaching through all the complex interrelationships of the 
economic system. Strictly speaking, no commodity is produced without 
the cooperation of productive agents going back to the very be ginnin g 
of time, since virtually all of our present productive capacity depends 
to some extent on productive activity of preceding periods. 

Such an apparently simple product as the can of corn which you buy 
at the corner grocery illustrates this. The corn itself represents in the 
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first instance the cooperation and specialized activities of the farmer, 
his farm machinery, his seed, and his available natural resources. But 
the machinery represents the activities of farm implement manufacturers, 
of steel mills, and of transportation facilities. Back of these lie the 
mining of coal and iron ore, and on. The farmer’s home and bams 
represent the cooperation of carpenters, plumbers, mill hands, lumber- 
jacks. Turning to the tin can, we can trace the thread directly back 
through the transportation facilities to the can manufacturer, and beyond 
him to the steel mills, the manufacturers of his machinery, equipment, 
plant, and so on. The contribution of the comer grocer rests on his own 
equipment, his workers, his buying connections. Superimposed over all 
this physical activity is the financial activity, which plays an important 
role in facilitating the physical production and the distribution of goods 
and services to consumers. Banks, insurance companies, stock exchange 
brokers, wholesalers — all these and many other specialists have con- 
tributed to the production of your can of corn. To trace fully the range 
of cooperation going into the provision of even this small article would 
take a full volume if confined to activities of a current time period; it 
would be an unending task if all the connections with past productive 
activity were to be followed out. 

The Functions of '^Middlemen" in a Complex 
Exchange Economy 

An American college student wakens in a bed probably of steel made 
from iron mined in the Mesabi range of Minnesota and processed in 
Gary, Indiana. He throws back covers made of wool from sheep raised 
by a shepherd in New Zealand or Australia, spun and woven in Leeds, 
England, or perhaps in Manchester, New Hampshire. His sheets are 
made of cotton cultivated in the Southeast, sold in New York markets, 
and spun and woven in the mills of Fall River, Massachusetts. He 
washes with soap made from vegetable oils from the tropics. He puts on 
shoes which are made from the hides of animals grazed on the open ranges 
of the western mountain states, processed in Chicago, cut, sewn, and 
finished in St. Louis, Missouri. The heels are of rubber grown in the 
Malay Peninsula and shipped to America in boats built in Holland or 
England out of iron from the Ruhr valley and wood from Scandinavia. 
He dons pants and sweater, again probably of wool from the other side 
of the world, processed into cloth as was his blanket, cut, styled, and 
sewn in factories in New York or Chicago. He straightens a tie which 
may be of pure silk from the Orient, or of rayon made out of cellulose 
from plants grown in the Southern states and processed by Du Pont. 
Glancing hastily at a watch made in Elgin, Illinois, out of silver from 
Nevada or gold from Colorado, he hurries to breakfast. He drinks coffee 
imported from Brazil, eats oranges from Florida or California, cereals 
made from grains grown in the prairie states, and sugar grown in Cuba 
Md refined in Baltimore. He lights a cigaret made of tobacco grown 
in NorUi Carolina or Kentucky and packed perhaps in Virginia, with a 
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match produced in Ohio. Finally he hurri^ to class where his iivshructor 
hands him an assignment mimeographed on paper from Erie, Pennsyl- 
vania. 

None of these items reflects a particularly unusual plane of living. 
They are parts of our ordinary everyday lives. And how do we get all 
these things together for the use of this college student when and where 
he wants them? Who is responsible for shipping the coffee from Brasil, 
storing it, insuring it, finding who has it and who wants it and in what 
amounts? Who finances the producers while they were waiting for our 
student, the ultimate consumer, to buy these goods? Who makes it 
possible for the buyers of cotton for further processing to know what they 
are getting, and how is this done? Who takes the chance that there may 
be damage to the stored wheat or that consumers may decide they would 
rather have rayon than silk ties? Who gets the things this student wants 
to the place where he finds them? 

The people who perform all these services for us are often called 
'‘middlemen.” The functions that they perform in getting to people the 
goods they want, when and where they want them, are called “marketing 
functions.” The most frequently used classifications of marketing func- 
tions set them up somewhat as follows; 

A. Exchange 

1. Selling 

2. Buying 

B. Information 

1. Market news 

2. Description and grading 

C. Physical supply 

1. Transportation 

2. Storage 

D. Auxiliary services 

1. Financing 

2. Risk-taking 

Exchange 

The function of selling involves the work of finding buyers for the 
products of farmers and manufacturers, discovering where the demand 
.^or a good lies and directing it into these channels. It includes the pro- 
viding of information to potential buyers so that they may know what 
to choose. This function is a part of the whole process of production. 
Insofar as it is carried out honestly and insofar as information is given 
fully, it is a service which will contribute to the allocation of resources 
in accordance with consumers’ preferences. Insofar as the supposed 
information is misinformation^ or insofar as the finding of buyers is 
transformed into the coercion of buyers, it will work in the opposite direc- 
tion. It is evident, however, that in a complex exchange economy the 
function of the seller is a necessary one. 
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The function of assembly (or .buying) is the service of acquiring legal 
title to a quantity of goods in order to have them accessible to either the 
ultimate consumers or to other middlemen or processors. It is not the 
physical assembling of goods. This would be transportation. It is 
merely the service of providing a clearinghouse to which buyers may turn. 
This is what is done on the big commodity exchanges when speculators 
buy wheat or cotton which is never actually delivered to them but is 
again sold to someone further along in the line from producers to con- 
sumers. Such a function is also performed by a, wholesale house or a 
department store when either seeks out the sources from which the 
various items demanded by its customers may be obtained. The middle- 
men engaged in assembly are carrying the expressed or anticipated prefer- 
ences of consumers back through the economy to find for them the goods 
they wish. 

Information 

Market news concerning such things as prices and the flow of goods 
is the guide to important decisions on the part of producers engaged in all 
the many activities by which goods and services are finally made avail- 
able to consumers. It is on the basis of such information that manufac- 
turers plan their future production programs, that buyers and sellers 
decide where, when, and in what quantities to buy and sell. Such in- 
formation forms the basis of decisions as to where goods should be shipped 
and when they should be held in storage. The greater separation between 
consumers and producers has made the providing of market news much 
more important than in a simpler society. Not only is there greater 
specialization, but there is the necessity of planning further into the 
future. Increased information reduces risk and enables producers to an- 
ticipate consumer demand more accurately. It reduces waste by avoid- 
ing the production of unwanted goods and by eliminating charges for 
financing or for unnecessary storage. Those engaged in providing this 
service are key men in passing on through the economy knowledge or 
estimates as to what consumers’ preferences will be and how they may 
be most economically satisfied. 

The grading and description of products, like the providing of market 
news, has taken on much greater importance with the widening gap be- 
tween consumers and producers. With each exchange, and with every 
order for the future, arises the problem of specifying the quality and the 
characteristics of goods to be exchanged. Grading involves the setting 
up of classifications or standards by which goods may be described. It 
is a necessary implement for providing market news. Much waste can 
be avoided if buying and selling can, take place on the basis of more 
extensive knowledge. The importance of this fact is appreciated by most 
producers, and goods often are graded in raw-material markets and whole- 
sale markets. It is unusual, however, to find goods graded in the retail 
markets. The explanation lies in certain major differences between the 
retail and other markets. In the first place goods are less differentiated 
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ih the producers’ market (where both buyers and sellers are producers) 
than they are in retail markets. They are therefore more easily described 
in standardized terms. In the second place, there is a difference in the 
degree of specialization of the buyers. Commercial buyers specialize on 
a few things and come to know how to judge them; consumers buy a 
wide range of goods and become informed concerning only a few of them. 
There can be no doubt that knowledge is very imperfect in the retail 
market where consumers’ preferences are first expressed, and errors made 
there are carried on back and reflected in the plans of producers. 

Physical supply 

The functions of physical supply, which include transportation and 
storage, are obviously essential and the nature of their service in the 
economy is easily understood. In a society which draws on products from 
countries all over the world transportation is a’ vital connecting link. 
In even the simplest economy storage is necessary. The fact that agri- 
culture is seasonal makes this inevitable. The increased complexity of 
our exchange system has increased the need for storage in other situations. 
It is required if there is to be continuous operation in manufacture when 
demand is seasonal. It is also necessary to carry a certain amount of 
inventories in order to be prepared to meet the demands of consumers. 
Goods are sometimes stored locally in order to transport them in carload 
lots rather than in small shipments. Clearly these services are a part of 
the process of getting the goods consumers want to those who want them, 
when and where they are wanted. 

Auxiliary functions 

The auxiliary functions exercised by middlemen facilitate all phases of 
production, including agriculture, manufacturing, and marketing. Among 
these functions is financing. Considerable time elapses between the 
initiating of a productive process and the sale of the good or service 
which is the end product of this process. Meanwhile the resources used 
in the process must be paid for as used. “Working capital” is necessary 
in the interval between these payments and the sale of the goods. The 
producer must either do his own financing, using his own funds and fore- 
going the interest he might receive elsewhere, or he must have recourse 
to a bank or other financial agency which will make advances on the 
security of the good in process. In either c.'^-se a cost is incurred for this 
financing. 

A function frequently closely associated with financing is that of risk- 
taking. Some risks can be insured against, and the specialist in the 
providing of insurance will find his business as stable as do others. Thus 
life insurance, insurance against fire and theft and hail are all services 
provided by specialists. Risks can be insured when they can be “aver- 
aged out” so that though it is impossible to predict what will happen fo 
any particular person or house, one may have a reasonable degree of 
assurance that a certain number of houses will bum, jewels will be stolen, 
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people will die, and the costs ensuing may be paid out of the insurance 
premiums of the larger group. 

But in a society full of tmcertainties, there are many risks not so easily 
provided against, risks which are more capricious and involve the hazards 
of changes in consumers’ demands, in the costs of raw materials, and 
other unpredictable factors. A businessman may carry all these risks 
himself or he may seek to shift them to the shoulders of a “speculator,” 
who is a i^jecialist in such risk-taking. Despite the many abuses which 
have given “speculation” such a bad name, it is an important and con- 
structive function which must be performed by some one in modern 
society. 

The quantitative importance of middlemen 

It is not always easy to separate from other activities such as manu- 
facture and agriculturfe the activities which would be regarded as the 
functions of middlemen. A rough estimate is available, however, in the 
data on occupations presented in Table 2 — 2 on page 28. Of a total of 
approximately 41,411,000 people employed in 1935, about 10,039,000 were 
employed in sectors of economic life serving primarily the functions of 
middlemen. This includes 6,602,000 in trade (buying and selling at 
wholesale and retail), 2,315,000 in transportation, and 1,097,000 in 
finance. It omits the marketing and communications functions of gov- 
ernmental agencies as well as those marketing services which manufac- 
turers and others perform for themselves. The great increase in the 
importance of middlemen is also evident in the jump in the relative impor- 
tance of “trade and transportation” since 1870, as shown in Figure 2 — 1 
and Table 2 — 1. 

Various other estimates of the quantitative importance of the functions 
of middlemen are available. One of the best ** indicates that for every 
dollar of manufacturing costs, there is 85 cents in the costs of retailing, 
wholesaling, and marketing services provided by manufacturers. A 
roughly similar picture is presented by a breakdown of the dollar which 
the consumer spends for food products. Of this dollar, approximately 
41 cents goes to the farmer, 20 cents to processors, 5 cents to transporta- 
tion, 9 cents to wholesalers, and 25 cents to retailers — ^that is, roughly 
60 cents to farmers and processors and 40 cents to marketers.* 

Are there too many middlemen? 

There have been frequent complaints in recent years that “distribution 
costs too rhuch,” that somebody steps in between the farmer and the 
consumers and walks off with the ‘Velvet.” While there may be waste 
in providing the services of middlemen, just as there may be in the oper- 
ation of farms and factories, it does not therefore follow that middlemen 

^Galbraith, J. K., and Black, J. !>., "Tlie Quantitative Position of Marketing,” 
{Juarterly Jovumal of Economics, Vol. 49, p. 402. 

> National Resources Committee, The Structure of the American Economy, 

MB9, p. 68. 
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should be especially subjected to attack. The naive individual who 
thinks that the only real production is manufacturing or mining or agri- 
culture is under a serious misapprehension. We can have efficient, highly 
specialized agriculture and manufacturing only if we have also an organi- 
zation of services for getting products from those who first produce them 
to the ultimate consumers. Wherever there are advantages of specializa- 
tion there is also a call for the services of middlemen. The more elaborate 
and complex the specialization in physical production, the more costly 
the job of transporting and exchanging and financing the goods produced. 
Thus the costs of marketing are a factor restraining the development of 
ever more and more division of labor between man and man, firm and 
firm, area and area. To think that merely by establishing a cooperative 
the consumers or the producers, as the case may be, will then be able to 
get the supposed “velvet” previously “looted” by middlemen is to court 
disaster. The functions which these middlemen perform must be per- 
formed by someone, and they cost something. They are quite as much 
a part of the production of economic goods and services as are agri- 
culture and manufacturing. 

We might as well ask, “Are there too many farmers?” or “Are there 
too many manufacturers?” as to ask, “Are there too many middlemen?” 
The answer can be given only after a thorough examination of the way the 
system is functioning, of where particular kinds of waste exist, of the 
extent to which consumers’ preferences are finding expression in produc- 
tive action, of the distribution of incomes. 

A Simplified Model of a Free Price System 

Awareness of the astounding complexity of the modem exchange econ- 
omy only serves to re-emphasize the question asked earlier: What sets 
up and directs this remarkably complex organization? Somehow it must 
be determined what goods and services are to be considered most impor- 
tant; then they must be produced; and last they must be distributed to 
the people who want them — the consumers. 

To grasp the magnitude of the problem involved, suppose for a moment 
that you are made complete economic dictator, and that for some unfortu- 
nate reason you have not the slightest idea how much of everything is 
now being produced. What you would have to do is tell each worker 
in the economy just what job to do, determine just how every other pro- 
ductive resource in the economy shall be used, and decide just how much 
of each commodity and service shall be produced, and at what prices 
these things should be sold — and all this so that the amount produced of 
each good and service will be equal to the amount demanded and so that 
no productive resources will be involuntarily unemployed! How, for 
example, would you decide whether Mr. X ought to spend his time grind- 
ing fine edges on a machine tool later to be used in the manufacture of 
tractors later to be used in the production of com, later to be fed to 
hogs later to be eaten as pork, or whether he ou^t to upend ha time 
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making fine cabinets, or whether he ought to spend his time running 
a locomotive, or whether he ought to spend his time operating a corner 
grocery store? What would you do about the apparently minor problem 
of how many sheep to raise, when each sheep yields both wool and mutton, 
the demands for which are almost completely independent? Wool is 
used for clothing, blankets, rugs; mutton is used for dinner. How are 
you going to make them come out even, even if you have somehow decided 
on the total number of sheep to be raised? How would you decide who 
is to have the tractors and corn and cabinets and mutton and wool once 
they are produced? These are the merest suggestion of the problems 
to be faced — and it matters not what sort of economic system exists, be 
it capitalist, socialist, fascist, or what not. Somehow these decisions 
have to be made. 

In the American economy we have depended primarily on a relatively 
free price system to provide (1) indexes of consumer preferences as a 
basis of determining what to produce, (2) the incentives to get these 
goods produced, and (3) a mechanism for dividing the resulting product 
among the individual members of the society. 

How the free price system registers consumers' preferences ■ 

The pricing process provides a way of registering consumer preferences 
through consumer money expenditures on various goods and services. 
The more the consumers want something, the higher the price that they 
will be willing to pay for it. The relative strength of consumer demand 
for various products is measured in the prices of the products, and it is 
on the basis of this pattern of prices that the price system decides, so to 
speak, which are the most important goods and services to be produced. 
It should be noted at the outset, however, that the consumers’ demands 
which register themselves through the price system are demands expressed 
in money offers. No matter how badly a poor family may want a Buick 
car and a fine home, its desires become effective in the market only to 
the extent that they are backed up by the ability to pay for such things. 
The price mechanism registers consumers’ demands as the controlling 
factor in deciding what shall be produced, but the only consumers’ prefer- 
ences which are counted are those expressed in money offers. Therefore 
the rich man has far more power to determine what things are “important” 
to produce than has the poor man. Prices reflect not how much con- 
sumers “need” goods and services, but how much they are willing and 
able to pay for them. 

How the free price system gets desired goods produced 

The desires of individuals to maximize their incomes lead roughly to 
the production of those things registered through the pricing process as 
most important. These incomes appear in the form of profits, wages, 
rents, and so on. Business enterprise is operated for a profit, and busi- 
nessmen will seek to produce the good or service which promises to yield 
the highest profit. The greater the consumer demand for anything, the 
more the sellers can get for it, and the more eager will businessmen be to 
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produce it. Thus the pricing process acts, however imperfectly, as a 
device for registering consumers’ preferences; and the desire to get as 
great an income as possible simultaneously calls forth production of 
those things most in demand. Likewise, the profit motive encourages the 
most efficient (low cost) production, since the lower the cost at which 
a businessman can put his product on the market the greater will be his 
profit. 

In his efforts to produce the things which promise the greatest profit, 
the businessman employs productive resources — men, machines, land, 
and so on. He pays to laborers or owners of other productive resources 
a “price” for the services they contribute. Owners of productive re- 
sources will seek the employer who offers them the highest reward 
(“price”) . Thus the man running a business is essentially a link between 
consumers and productive resources; his social function is to organize 
productive activity and channel the use of productive resources toward 
fulfillment of consumer demands. Profits provide the incentive which 
induces him to carry out this function. 

Any interference with free access to profit opportunities is an inter- 
ference with the operation of this free price system. Thus if government 
taxes some industries and pays subsidies to others it will change the allo- 
cation of resources ; the taxed industry will become relatively less attrac- 
tive, the subsidized industry more so. And if some private groups get 
exclusive control over the production of certain commodities so that they 
are able to keep other businessmen out, this also is an interference with 
the operation of the free pricing system and will alter the allocation of 
resources by preventing responses to profit opportunities from taking 
effect. 

How the free price system distributes the products of economic activity 

There are two steps in the process by which the free price system dis- 
tributes finished goods and services among the many consumers who 
want them. First, it determines what different individuals will receive 
as money incomes ; these incomes are the “prices” paid for the productive 
contributions made by different individuals in their capacities as laborers, 
owners of machines, of land, of buildings, and so on. How much income 
each of us receives largely determines how much of the goods produced 
we can buy. Second, the price of each commodity is bid up until the 
buyers least able or willing to pay for it are eliminated. So the goods 
produced are distributed. Of course this does not necessarily mean that 
the buyers least able to pay are eliminated completely. More commonly 
it means that they can afford only a few units of a good at the price 
established, while higher income groups can afford more; though in 
buying some goods, such as fur coats, and crystal vases, poor persons 
are eliminated completely. 

The circular flow of economic activity 

The web of interrelated actions involved in performing the three basic 
functions of the free price system now begins to appear. The price 
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system gives us our incomes as the prices of the productive services we 
offer; it registers our preferences when we, as consumers, spend these 
incomes; and it calls forth the production of those finished products for 
which the strongest consumer demands have been registered, using in 
the productive process the productive services, payment for which in turn 
gives rise to further incomes and consumer demands. 

It is important that this continuing circular flow of economic activity 
be thoroughly understood. Figure 2—2 pictures the flow of money in 
one direction through the system and the counter-directional flow of pro- 
ductive services and finished products. Businessmen act as the inter- 
mediaries between people as sellers of productive services and as con- 
sumers of finished products. The consumers spend their incomes on the 



Fig. 2 — 2. The circular flow of economic activity. 

goods sold by the business enterprises, and the money they pay moves 
through the business enterprises and becomes incomes once more. These 
money payments of businesses to individuals are rewards for productive 
services rendered, and these productive services result in the products 
that are given to the consumers in exchange for the dollars they spend. 
Thus there is a flow of money through the system from consumers to the 
sellers of consumer goods and services; and from these businessmen back 
to the laborers and owners of productive resources, who then spend this 
money once more in consumer purchases from business enterprises. Each 
time money is passed from hand to hand something is given in exchange 
for this money, either productive services or the consumer goods that 
they turn out. Thus we may say that jmople’s contributions (of labor 
or of other productive resources) in production give rise to the incomes 
which permit them to live ; or we may say that the funds people spend 
for finished products give rise to the jobs by which they earn their in- 
comes. Both are correct and neither is more fundamental than the other. 
Economic activity is a continuous flow of productive services and finished 
products, implemented by the flow of money in the opposite direction, and 
guided by the price system into thousands of different channels. 
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The Operation of the American Economy 

The simplified picture of a free price system which we have just 
sketched is only a crude outline of the ways in which, through the self- 
interested actions of thousands of separate individuals, the resources of 
an entire society may be productively channeled into fulfilling consumer 
preferences. There has probably never been a society so simple as this, 
a society in which all actions affecting resource allocation are based on 
individual initiative without government interference, a society in which 
there is no significant curtailing of opportunity through the development 
of powerful private group interests. Yet this simplification gives us a 
glimpse of how economic processes work in a society such as ours. We 
are now ready to turn to the American economy and see briefly what 
major modifications appear and what the major gaps are in the picture 
just presented. 

Displacement of individual by group oction 

The simplified model of a free price system is most nearly approximated 
in an individualist economy. Such an economy is characterized by a 
large proportion of individual responsibility and initiative in production, 
and by the influence of individual consumer decisions on the allocation 
of resources. There may be various degrees of private control over prop- 
erty and job opportunities. Individuals have the legal power to decide 
what they want to do, where, and when, though in periods of depression 
there may appear to be little real freedom of choice. 

The economv of America in the middle of the nineteenth century was 
a highly individualist economy. The decisions in the economic system 
were made by individual consumers and individual producers in their 
own particular interests. In the United States today the traditional indi- 
vidual initiative is being replaced in more and more spheres by group 
controls — by farm organizations, by corporations and trade associations, 
by trade unions. Individualism appears to be undergoing a transition 
into what we might term “groupism.” The price system is still the 
principal organizing mechanism in the economy, but it is in many respects 
not a “free” price system. This rise of ^onomic groups is not new in the 
world; it is only a somewhat different form of an old phenomenon which 
predated the era of individualism and was for a time submerged. 

There are many private interferences with the free flow of economic 
activity. These interferences become important when controls shift from 
separate individuals to organized interest groups. Such groups seek to 
obtain especially favorable positions and to maintain themselves in these 
positions by a wide variety of restrictive practices. For example, instead 
of a free adjustment of prices in some industries, businessmen band to- 
gether to hold prices at some agreed level. They engage in elaborate and 
skillful maneuvers to prevent new enterprises from entering a profitable 
trade in competition with them. Laborers may build up strong trade 
imions which gain control over jobs in a particular skill or industry, and 
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prevent the free entry of other workers. A major task of much of 
economic study is to examine the conditions under which private group 
action supports or interferes with smootJi adjustments in the price system 
and hence with the resource allocation and the income distribution which 
it would bring about. 

Government in the American economy 

The price system operates within a legal and social framework which 
supplies the rules of the game and acts as umpire in cases of dispute. 
The legal foundations of individualism in America are expressed in the 
constitutional guarantees that no one shall be deprived of “life, liberty, 
or property without due process of law.” “Property” has been inter- 
preted to include not only control over the use of physical things, but 
the expectations which a man has of future income from a continuation 
of present practices. Associated with these ideas was the attitude that 
government should be confined to a minimum of functions — ^the less it 
interfered with private actions the better. 

Individualism has never gone so far, however, as to exclude govern- 
ment intervention altogether, nor is such a situation conceivable. Free- 
dom for one man necessarily involves restrictions on the freedom of others. 
Questions arise as to how far government may or should go in restricting 
some freedoms in order to preserve others. Attempts to solve this prob- 
lem were based in previous generations on the assumption that typically 
individuals made their own decisions, and served as effective checks on 
each other. With the increasing complexity of our economic structure 
and the development of more and greater power groups in labor, among 
businessmen, among farmers, new problems arise. In formulating and 
evaluating social policy private group action must be recognized as a 
significant element in the total situation. 

Government action may be designed to influence economic adjustments 
at any point in the system. It may intervene in the registering of con- 
sumer preferences by providing information to consumers on the one 
hand, or by controlling production and imposing some kind of rationing 
system in the place of a price mechanism on the other. It may intervene 
in the processes of production in any of hundreds of ways; by taxes which 
penalize certain industries (as alcoholic beverages), by subsidies which 
encourage others (as housing), by programs to break up power group 
controls over production and prices (as in the antitrust acts). It may 
intervene both directly and indirectly to modify the income distribution 
resulting from the operation of the unregulated price mechanism. More- 
over, some goods and services are not readily provided through the free 
price system. Examples are the army, navy, police, and roads. And 
when we desire collectively through our government to encourage very 
much the consumption of certain things, it may be more efficient to pro- 
duce them through government action directly; this is especially true 
when we wish to make consumption compulsory, as in the case of public 
education and some public health services. 
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The scope of government action in economic life in America has been 
steadily increasing, though except for the present war emergency it ap- 
parently is still a long way from becoming a centralized economic system 
managed by government. Despite the increased importance of power 
groups displacing individual initiative, and despite the increasing scope 
of government action, the American economy is still rooted in indi- 
vidualism. It remains a private enterprise system in which economic 
life is organized primarily through the pricing mechanism of the market. 
This mechanism works very imperfectly, and requires considerable repair 
and overhauling. The examination of how it functions in the present 
setting, and the use of this information in the evaluation and the formu- 
lation of social policy are primary purposes of this book. 


The Method of Economic Theory 

Economic analysis is the analysis of certain aspects of social structure— 
primarily the use and allocation to different ends of scarce resources 
which are transferable. The economic system is thus itself an abstrac- 
tion, a convenient setting apart of an aspect of social action in order to 
facilitate understanding. This does not mean that it is unreal. The very 
existence of economics as distinct from other branches of social science 
is a recognition of the fact that the total is very complex — that by sepa- 
rating it into abstractly constructed segments, such as economics, sociol- 
ogy, or political science, we hope to arrive at increased understanding of 
the whole. Even within the sphere that we have defined as “economic” 
the problems are so vast and complex that we should be lost in the woods 
without some further simplifying technique. 

This technique is provided* in the construction of “ideal types” that 
form the foundation of economic theory, as they do of most other fields 
of scientific endeavor. There is nothing especially desirable or undesir- 
able about an “ideal type.” We use that phrase because it is a simplified 
model constructed in our minds, made up as an “idea.” It is not at all 
a photograph, or an average, of reality. It is neither something we seek 
to attain nor to avoid. 

Let us take first a very simple illustration outside economics. There 
is no such thing as a two-dimensional surface, yet geometric concepts 
of straight lines, squares, circles, 90-degree angles, or parallelograms are 
of very real practical value. No one could find an actual square, yet 
no one would challenge the validity of the idea of a square. The “circle” 
and the “square” are “ideal types”: they are abstract simplifications of 
certain aspects of concrete reality. The test of the significance of an 
“ideal type” is this: can it be used effectively in the understanding of 
the concrete phenomena to which it serves as a simplifiying approxima- 
tion? 

As used in economies “ideal types” are abstracted aspects of life, just 
as economics itself is an abstracted aspect of the total of social life. The 
model of a free price system is such an “ideal type.” There are many 
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“ideal types” lased in economic analysfe^ some more frequently than 
others. Sometimes we talk about what would happen if there were many 
ptrodttoers of an identical product. Sometimes we talk about what wou^ 
happen if there were only one producer of a good. There are many other 
variations. Each is a much simplified model, with many of the varia- 
tions that would appear in any concrete situation omitted. The model 
may approximate existing conditions to a greater or a less degree. It 
may be elaborated to approach more and more closely certain concrete 
situations, but this process leads it to become more and more complex, 
and hence less and less understandable. Carried to extremes each case 
would become a model in itself and we should be lost in the woods again. 

The most feasible approach to an understanding of the economic system 
is therefore to begin with an intensive study of a few relatively simple 
“ideal types” that include the predominant characteristics of the concrete 
economy in which we are interested. In analyzing a particular problem 
we can take as a first approximation that particular “ideal type” that 
seems most nearly to fit the situation. The next step is to make such 
adjustments in these models as may render them more applicable to the 
particular situation under consideration. 

Those models of economic theory that will prove most useful will 
depend on the structure of the particular society in which we are seeking 
to apply our analysis, and on the social goals of the society. The “ideal 
types” that are most useful in the analysis of an economy largely con- 
trolled by a totalitarian central government differ in many important 
respects from those most useful in understanding the American economy 
and in formulating social policy in this country. But whatever the social 
scene, the essential method of economic analysis remains the same. It 
is the* method of building up simplified abstract models of aspects of 
economic life, models that we call “ideal types,” and of improving upon 
and modifying these models continuously in order that they may be as 
useful as possible in facilitating an understanding of the complex eco- 
nomic processes going on around us. 



CHAPTER 3 

Consumer Demand 


Individuals express their preferences by spending their incomes on the 
various goods and services available in the markets. ^The actions of an 
individual toward any given commodity, say shoes, pork chops, or eggs, 
will depend on (1) his income, (2) the rating of various goods in his scale 
of preferences, and (3) the availability of these various goods. At any 
given income, with any given scale of preferences, and any given set of 
available alternatives in the spending of his income, this individual will 
buy a certain number of eggs per week at a high price for eggs, and some 
other quantity at a lower price for eggs. This set of possible actions 
toward eggs is his demand for eggs. Others will have different demands 
for eggs. In our profit-motive economy it is to the demands of the aggre- 
gate of consumers for shoes, pork, eggs, and so on, that producers ulti- 
mately respond in deciding to produce one thing or another. The de- 
mands of ultimate consumers for finished goods and services are reflected 
in demands of producers for productive resources — for example, for coal 
and steel, for machines, labor, and raw materials. Thus consumer demand 
is the logical starting point for an examination of the way society’s scarce 
productive resources are allocated to the satisfying of the multitude of 
human wants included in individual scales of preferences. 

The Meaning of the Term '^Demand" 

In much discussion, loose and inconsistent usage of the terms “supply” 
and “demand” is likely to invalidate the conclusions reached. As with 
other scientific terminology, analytical terms in economics must be pre- 
cisely defined and consistently used if they are to be of assistance in 
analyzing problems. Otherwise nothing but confusion can ensue. In 
taking care' to define terms sharply and to use them consistently, the 
economist sometimes gives a very precise definition to a term which in 
lay discussions is used loosely and with different connotations. There- 
fore it is imperative that great care be taken to see exactly what each 
analytical term is defined to mean and to remember to use it strictly in 
that sense. This warning applies to all of the terminology of economics. 
It is particularly important in defining “demand.” 
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Individual demand 

The demand of an individual for any given good is the several amounts 
of that good which he would buy at each of an associated series of prices, 
other conditions remaining unchanged.*^ 

This demand must be expressed in terms of some unit of time — ^the 
number of eggs purchased at 20 cents and 30 cents and 40 cents per dozen 
per week, or per month. Without such a statement of the time period 
involved, a statement of how many eggs will be purchased at each price 
would be meaningless, '^hus individual demand is a list or schedvXe of 
the amounts which would be purchased by the individual at various prices 
of the good in question for some given time interval.v- 
It is essential to understand that it is meaningless to speak of demand 
for a good as "an absolute quantity, as when one says, for example, that 
“the demand for wheat is ten million bushels." Obviously, under any 
given set of conditions people will buy more wheat at 30 cents a bushel 
than at $10 a bushel. How much of anything people will buy has mean- 
ing only with reference to some particular price or series of prices. If 
wheat were free and obtainable without effort consumers could use 
infinitely more than they do, not only for food but for fuel, and for a 
wide variety of other purposes. “Demand,” then, will be used as the 
entire schedule of amounts a buyer will take at various prices. And 
t he demand that has significance for the deter min ation of prices is dema nd 
expressed in money terms In the market .^ The fact that most people 
would like to have more nice clothes than they have is of significance in 
the market only to the extent that they can and will pay for the additional 
clothes. 

The weekly demand of a hypothetical consumer for some commodity, 
say eggs, may be represented by a simple schedule, such as is given in 
Table 3 — 1. The schedule indicates that at a price of 60 cents per dozen, 

TABLE 3—1 

Individual Demand Schedule fob Eogs 

Dozens of eggs 
purchased 
per week 

0 

1 

2 

3 

3 

this consumer would not buy any eggs at all, at a price of 50 cents he 
would buy 1 dozen a week, at a price of 40 cents 2 dozen, and so on. 
At lower prices, eggs may be cheap enough to use in salad dressing and 
in angel food cakes, in addition to being used for other purposes. For 
this particular consumer it appears that a reduction of price generally 
stimulates consumption, but that a reduction from 30 to 20 cents will not 


Price in cents 
per dozen eggs 
60 .... 
SO .... 
40 .... 
30 .... 
20 .... 
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increase consumption any further. Whether a drop to 10 cents would 
make any further difference we do not know, since the schedule covers 
the range only through 20 cents. 

Of course this hypothetical demand schedule is very much simplified. 
It might have been made more detailed by putting the price changes in 
jumps of 1 cent instead of in jumps of 10 cents, and by showing adjust- 
ments in terms of changes of less than a dozen eggs at a time. It would 
also have been more accurate to specify the grade of eggs involved, since 
different grades of eggs are in some respects different products, for which 
people have different demands. 

Aggregate demand 

The storekeeper is seldom particularly interested in any one individual’s 
demand for any given product. Instead he is interested in the total 
demand of his customers for a product. Similarly, the economist is gen- 
erally interested in aggregate Jmarket) demand, rather than in tlie de- 
mand of any one individual. 'Aggregate demand is simply the summa- 
t ion of all th e individual dem^ds iii dfty patticularmarket area./ To 
extend this study bl the .nypothefical denifthd for eg'gs, we^ight 
suppose that the individual represented in Table 3 — 1, whom we may call 
A, is only one of five people in this particular market for eggs. A’s 
demand is shown in Table 3 — 2 along with the demands of tlie other four 

TABLE 3—2 


Aoorbxjate Demand Schedule for Eggs 



consumers, and the aggregate demand is simply the summation of thest 
five individual demands. Thus, at 60 cents 3 dozen will be taken by the 
entire group of consumers, at 50 cents 6 dozen and so on. Aggregate (or 
market) demand is the series of amounts which will be bought at different 
possible prices in the given market area per week or per month or per 
year. It is an entire schedule, a series of different amounts which will 
be bought at different prices, just as is any individual demand. It makes 
no more sense to say that the aggregate demand for a good is some abso- 
lute amount than to make such a statement about an individual’s demand. 

Graphic Representation of Demand 

Demand may easily be shown in graphical terms, and although graph- 
ical presentation tells nothing more than does a tabular schedule, graphs 
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are often useful short cuts toward understanding economic processes. 
We may graph individual demand schedules, and similarly we may graph 
aggregate demand schedules. 

First, let us take the hypothetical individual demand schedule of Table 
3—1 as an illustrative case. This is represented graphically in Figure 
3 — 1. In accordance with an almost universal custom of American econ- 
omists, the graph shows quantity (dozens of eggs) along the horizontal 
base line and dollars and cents (price per dozen) along the vertical axis. 
The demand curve is plotted from the demand schedule given in Table 
3 — 1 in the following manner: At 20 cents per dozen the consumer will buy 
3 dozen eggs per week; therefore wc place a dot opposite 20 cents and 
directly above the 3-dozen mark, showing that at this price 3 dozen 



Fig. 3 — 1 . Individual demand curve for eggs. 

egg.'* will be bought. At 30 cents per dozen 3 dozen eggs will still be 
bougiit; therefore we place another dot, this one opposite 30 cents and 
still directly above the 3-dozen mark. At 40 cents per dozen, only 2 
dozen will be bought; therefore we i)la(‘e a dot opposite 40 cents and 
directly above the 2-dozen mark. A similar procedure is followed for 
the 5(>-cent price. For the 60-cent price the dot is at zero, since our con- 
sumer will buy no eggs at that price. If we had taken smaller price 
changes, say 1 cent at a jump instead of 10 cents, the dots would be very 
close together and would appear to form a solid line. Although the points 
in our graph (Figure 3 — 1) are much further apart, they are joined 
together to show a continuous “demand curve” for eggs by our consumer. 
Strictly this curve may not be accurate, since we know only the points 
we have plotted. The stretches of the curve in between the plotted points 
are only approximations, and it would be only when the known points 
were infinitely close together that the curve would be a continuous line. 
However, we generally draw demand curves as solid lines, recognizing the 
always-present reservation that only at the actually plotted points is it 
a specific statement of what will be bought at those prices. 
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Suppose that we had come upon this demand curve as a representatioa 
of an individual’s demand for eggs, instead of having plotted it -our- 
selves. What would it tell us? It would tell us how maaiy tdosen'eggt 
our hypothetical egg-buyer would buy per week at various piiaes. Te 
find out how many he would buy at 30 cents per dozen, we ooudd sin^fily 
look at the 30-cent price and see that at that price 3 dozen is tSse-gnanattity 
indicated. Therefore, we would know that he will buy 3 doaien at that 
price. We could carry out the same procedure for any other price. Or 
alternatively, if we were selling eggs, we could ask what pcioe -can we 
get from this individual if we want to sell him 2 dozen a \week? 
The answer would be 40 cents. The demand curve on the ■graph itells us 
just as much as does the demand schedule from which it is iflotted, no 
more and no less. In this case both are purely hypotheticaL JBut for 



Fig. 3—2. Individuol and market demand curve. 


every person’s demand for everything purchased, there is a real demand 
curve which has some particular shape. Different real demand curves 
vary greatly in shape, both as between different people and as between 
different products. 

The aggregate demand for eg^, given in Table 3—2, may be plotted 
graphically just as was the individual demand. Figure 3t-2 shows both 
the aggregate demand (DD) and the demand of individual A (curve dd) 
for eggs, on the same graph. The scale of quantities on the horizontal 
axis of the graph is somewhat more condensed than in Figure 3 — 1, merely 
as a matter of convenience in drawing the chart to fit the page space. It 
should be clear that this change in scale, though it changes the appear- 
ance of the individual demand curve, makes no difference whatsoever in 
the demand data shown by the curve. The same demand can have any 
slope when plotted as a curve, depending upon the scales adopted for 
the price and quantity axes. 

Changes in Demand 

Demand is a schedule of amounts which will be taken at different* 
prices, other thinp assumed as constant. A change in demand is a 



48 


CONSUMER DEMAND 


diange in the schedule. A change in demand, according to our usage 
of the term, does not occur when a buyer increases his purchases merely 
because of a decrease in price; this would be simply a movement from 
one point on the buyer’s existing demand schedule to another point. A 
change in demand occurs only when the buyer will buy more or less than 
before at any given price. 


Crophic presentation of a change In demand 


This distinction between a change in demand and simply a change 
in the amount purchased in response to a price change can be- illustrated 
most clearly by use of demand curves. Suppose we draw a hypothetical 
demand curve of some individual for sirloin steak. This demand curve 
is shown as the solid line, labelled dd, in Figure 3—3. At 30 cents per 
pound he will buy 8 pounds per month; at 35 cents per pound he will buy 
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7 pounds; and so on. At any price higher than 55 cents per pound he 
will simply use other meats entirely and will buy no sirloin at all. The 
fact that he buys more or less sirloin as its price goes up or down does 
not indicate a change in demand. 

Now let us suppose that something happens which changes this indi- 
vidual’s demand for sirloin. Perhaps his income becomes larger and as 
a result his demand increases; that would mean that at any given price 
he would take more pounds of sirloin than before. The curve d'd' repre- 
sents an increase in demand over the curve dd. At 30 cents a pound, he 
will now buy 9 pounds per month instead of 8; at 50 cents a pound he 
will buy 5 pounds instead of 4; and so on. The increase in amounts 
taken may not be the same at some prices as at others; but whenever 
more will be purchased at a given price than previously there has been 
an mcfease in demand. Since quantities are measured along the hori- 
zontal axis, an increase in demand is shown graphically by the construc- 
tion of 8 new demand curve to the right of the original one. 

If the individual’s demand for sirloin had decreased instead of in- 
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creased, the new demand curve would be to the left of the old one. The 
curve d"ci" represents such a decrease in demand as compared with dd. 
At each price less will now be taken than before. 

Changes in individual demands lead to changes in aggregate demands. 
An increase in aggregate demand will be graphically represented by a 
new demand curve to the right of the first one, just as was an increase in 
individual demand. Similarly, a decrease in aggregate demand will be 
graphically represented by a new demand curve to the left. 

Factors causing a change in demand 

('A change in demand will be caused by a change in any of the factors 
which determine demand. Thus a change in demand may result from 
change in (1) income, (2) scales of preferences, and (3) availability of 
other goods. We shall consider each of these factors in tum.J 

1. The effects of income changes on demand are obviously important. 
If a naan’s income goes up or down, he will probably purchase different 
quantities of eggs at prices of 60 and 50 and 40 cents a dozen than he 
did before the change. In short, his demand for eggs will change. So 
also will his demand for sirloin steak. An increase in income may lead 
him to buy more of both eggs and sirloin at each price. On the other 
hand, it may lead him to shift some of his purchases from eggs to sirloin. 
A good is sometimes called an “inferior” good when an increase in income 
leads to a decrease in demand for that good; graphically this would be 
represented by a shift of the individual demand curve to the left. If 
many individuals regard a good as “inferior,” the aggregate demand for 
that good may decrease when incomes are rising. This might happen to 
the demand for low quality textiles, or for oleomargarine. Most goods 
are, however, “superior” goods to such a large proportion of the population 
that increased money incomes will lead to increased aggregate demands. 
Conversely, decreased money incomes will usually lead to decreased 
aggregate demands for most goods. 

2. A shift in the ranking of items in an individual’s scale of preferences 
will also lead to changes in demands for the goods involved. If for some 
reason an individual comes to like sirloin better than other meats (or 
comes to prefer it to some other things on which he spends his income) , 
his demand for sirloin will increase even without any change in income. 
Graphically this would be shown in the construction of a new individual 
demand curve for sirloin, a curve lying to the right of the first one. If 
for some reason the individual’s preferences shifted away from sirloin, 
the result would be a decrease in demand (a new curve lying to the left). 

3. Any change in the availability of other goods may change an indi- 
vidual’s demand for steak or eggs. For example, suppose that fresh sea 
foods were made more easily available in the Middle West because of 
improved facilities for shipping and refrigeration. It may be that shrimp 
and oysters have always ranked high on a consumer’s scale of preferences 
but since they were previously unavailable the individual purchased 
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sirloin iofitcAd. Now that he can get oysters he will substitute some 
oysters for some of the sirloin he would previously have consumed at each 
price of sirloin. His demand for sirloin would be decreased. Graphically 
this would be illustrated by a new demand curve to the left of the first one. 
If, on .the other hand, some good previously available is withdrawn from 
the market, the demands for its substitutes would increase. 

Or to take another example, suppose good recordings of symphonies and 
operas to become more available. Such music may have ranked high on 
an individual’s scale of preferences but since it was previously unavail- 
able he had played his victrola only infrequently and used very few 
victrola needles. Now that he can get more and better victrola records 
his demand for victrola needles will increase, being represented by a new 
denmnd curve drawn to the right of the initial curve. The changed 
availability of other goods, in this case victrola records, has led to a 
change in his demand for victrola needles. 

Availability includes price as well as physical availability. If oysters 
and shrimp decrease in price a consumer with given income and scale of 
preferences will probably buy more of these foods than before, shifting to 
a new position on a given demand schedule for oysters. This is not a 
change in the demand for oysters. But it may involve a change in 
demand for sirloin. Since oysters now cost less than before, some con- 
sumers will substitute them for sirloin; less sirloin will be taken at each 
price of sirloin, and the demand for sirloin will have decreased. If, on 
the other hand, the price of oysters had increased, consumers might in- 
crease their demands for sirloin. Thus a change in the price of a good 
leads to (1) a new position on a given demand schedule for that good, and 
usually (2) changes in demands for some other goods. 

The Downward Slope of Demand Curves 

Perhaps the most noticeable thing about these demand curves is that 
t^ey slope downward from left to right; that is, they say that other things 
being equal the lower the price the more that people will buy. This state- 
ment certainly seems nothing but a common-sense observation; yet it 
bears careful examination. We shall look first at factors determining the 
slopes of individual demand curves; then we shall consider aggregate 
demands. 

The downward slopes of individual demand curves 

Any drop in the price of eggs, all other things remaining unchanged, will 
make them a “better buy” relative to other things than they were before. 
An individual with a given income and scale of preferences will find that 
for any given amount of eggs he will make less sacrifice of other things 
than before. By substituting more eggs in his diet for some of the meat 
and cheese he previously consunaed, he may save enough to get something 
else that is important to him but that was previously beyond his reach. 
Moreover, he may substitute eggs not only for meats and cheeses, but for 
some other commodities that seem to have very little relation to eggs. 
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Many an economic policy, whether of government, business, or private 
individual, has gone astray for lack of attention to elasticity of demand. 
The corner grocer ordering stock for his shelves must know how much of 
each single item he can move at the price he has been charging. He must 
have an eye to the demand for No. 2 cans of Libby's Tomatoes, No. 6 cans 
of Dole Pineapple Juice, and some hundreds of other items. But for the 
smart grocer this is not enough. If he cuts his price on one item, say 
from three cents to two, he will expect to sell more, but he wants to know 
how much more. If sales increase greatly his gross revenue will be more 
than before, and it may be that his profits will be greater, but if sales 
increase only slightly his gross revenue may drop and certainly profits 
will be less. What he wants to know then is the elasticity of demand for 
each individual item he sells. On those items where demand is elastic it 
will pay him to charge relatively low prices, while on those whose demand 
is inelastic he can do better with a higher price. 

Some historical examples also serve to illustrate the importance of the 
elasticity principle. One can raise gross income by raising prices only 
when demand is inelastic. Failing to recognize that demand was elastic, 
the Eastern railroads in the 1930s tried to increase passenger revenue by 
raising fares. But travelers responded by traveling much less, or shifting 
to other means of transportation. In the end it was found that reduction 
rather than increase of fares was the way to increase revenues. More 
than once, too, have great public utility corporations fought in the courts 
against proposed rate reductions, only to find to their embarrassment 
after losing the case that the new rates were more profitable than the old. 
It seems such a simple and obvious truth that higher prices bring in more 
money; yet many an executive has learned about demand elasticity the 
hard way. The same error has occurred among labor unions when they 
have proceeded on the assumption that higher wage rates necessarily mean 
higher incomes. 

Factors affecting demand elasticity 

What causes the demand for any particular good or service to be elastic 
or inelastic over any given price range? Under what conditions, in other 
words, would we expect buyers to be highly responsive to price changes, 
and under what conditions not? 

The elasticity of aggregate demand depends both on the elasticities of 
individual demands and on the appearance of new buyers or disappear- 
ance of old ones with changes in prices. (1) Influences leading toward 
inelastic individual demands, (2) influences leading toward elastic indi- 
vidual demands, and (3) the elasticity of aggregate demands must there- 
fore be considered separately. 

1. Under certain circumstances, the demand of an individual consumer 
is likely to be inelastic. Would you be likely to change markedly your 
consumption of matches, or salt, when their prices changed by one fifth? 
Probably not; probably your demand for these things is inelastic.; Why? 
Some of the reasons ma^e classified as follows; 
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av. Toot expenditure is probably extremely low. Both matches and salt 
mattB'np m very small part of your total budget. Even a very substantial 
peoaenottage increase in the price of either would. fail to make it a very 
wgniffieant expenditure item. If the price of matches fluctuated between 
3® amdi 60 cents per box instead of 6 and 6 cents, you might pay more 
atIbeaaDition to a change of price. 

b. Your want may be urgent. Both salt and matches are goods which 
you probably consider essential. If they rise in price you would probably 
rather give up something else than forfeit salt on your food or matches to 
li^ your cigarets, if such a choice became necessary. What things you 
toHsider “necessary” depends in large part on the availability of substi- 
totes. If there were a good substitute for salt, your want for it would be 
oonch less urgent and your demand for it much more elastic. Urgency of 
want depends also in large part on habit and social custom. Your de- 
mand for cigarets may be highly inelastic because you have fallen into the 
habit of smoking. Whatever the underlying causes, urgency of want 
tends to bring inelastic demand. 

c. Your demand may be a joint demand. Salt and matches are de- 
manded jointly with some other good or goods. Salt is demanded jointly 
with most food. Since the major portion of the total expenditure is on 
the foodstuffs, it is unlikely that an increase in the price of salt would 
make much difference in the amount of it you would buy. To give up 
the salt would virtually mean giving up eating the food. Matches are 
demanded jointly with cigarets, and are merely a small part of the cost 
®f smoking. 

2. By contrast, your demand for certain articles, such as football 
tickets, shoes, butter, and branded breakfast foods, is likely to be fairly 
elastic. Why? In part the reasons are the obverse of those leading to 
inelastic demand. Factors leading to elastic demand may be classed 
as follows: 

a. Your expenditure may be a costly one. The higher the portion of 
your total budget involved in any expenditure, the more strongly you are 
likely to respond to changes in the price of the article. Football tickets 
are in a price range high enough to make significant dents in the incomes 
of most college students. Demands for these tickets are therefore some- 
times highly elastic. 

b. Your demand may not be urgent. The less urgent your want for 
any article, the more likely you are to give it up in case its price rises. 
A^n the question of “urgency” of want is largely one of the availability 
of substitutes, and of habit and social customs. For example, your 
demand for a particular brand of corn flakes is likely to be fairly elastic 
since there are so many close substitutes that this particular breakfast 
food is not very “essential.” 

c. The commodity may be durable or repairable. For example, shoes 
are relatively durable and can be repaired for substantially less than the 
price of new shoes. Therefore, if the price of shoes rises very much you 
are likely to wear your old pair longer, and possibfy’ to have them repaired 
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instead of buying new ones. The more durable and repairable a good, 
the higher its elasticity of demand is likely to be. 

d. The commodity may have multiple uses. The more uses a good has, 
the higher is likely to be its elasticity of demand. Butter, for example, ia 
considered a luxury to some even as a spread for bread. To others it may 
be a “necessity” on bread but a “luxury” on vegetables or as a fat for 
frying. These individuals will have an elastic demand for butter as its 
price falls since they will then feel able to use it for the “less essential” 
purposes. The relation between versatility of a good and the availability 
of close substitutes for at least some of its uses should also be noted. 
Thus the more ve^'satilc a good the more elastic demand is likely to be 
(especially in the lower price ranges), for two reasons — because it will 
have a lot of uses of secondary importance and because substitute goods 
may be readily obtained for some of these uses. 

3. Since an aggregate demand schedule is the sum of individual sched- 
ules it would appear that we could simply generalize the comments of the 
previous paragraphs to describe factors underlying varying elasticities for 
aggregate demand schedules. This is true, but an additional considera- 
tion exists, which must be included. The attitude of an individual toward 
goods as “necessities” or “luxuries” will depend in large part on his in- 
come. Those whose incomes are high will consider as “necessities” items 
which are “luxuries” to the poor. For most consumers’ goods the demand 
of the poor is probably more elastic than that of the rich. At low prices 
the proportion of the aggregate demand which comes from the poor is 
larger than at high prices. Consequently, insofar as this factor operates, 
the aggregate demand for an article at low prices will be more elastic than 
at high prices. 

Interrelations of Demands for Different Things 

In the broadest sense all goods and services compete with one another 
for the consumers’ incomes. But if we are dealing primarily with a rela- 
tively small number of goods and services, it is possible to distinguish two 
basic types of relation — substitutive and complementary. Two goods are 
substitutive if an increase in the consumption of one is associated with a 
decreased demand for the other. Goods which are substitutes compete 
with one another directly. On the other hand, two goods are comple- 
mentary if an increase in the consumption of one is associated with an 
increased demand for the other. When two goods are complementary we 
often say that there is a “joint” demand for them. 

Cases of each type of relationship are easy to think of. Oranges and 
grapefruit are primarily substitutive ; if you have one for breakfast you 
will not have the other. Bread and butter are primarily complementary; 
if you buy more bread you will probably buy butter to go with it. Some 
goods are close substitutes ; some are only very imperfectly substitutable. 
Some goods are very close complements; some are only remotely comple- 
mentary. Some goods are substitutes in some respects, complementary in 
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others; for example ham and eggs to some extent compete with each other 
and to some extent they are demanded jointly. 

To indicate some of the implications of these relations we may take a 
very simple example of streetcar rides, movies, and victrola records. 
Movies and victrola records may be substitutive to some extent. Street- 
car rides to get to and from the movies are complementary with movies. 
Suppose that for some reason carfares are raised. This will, other things 
being equal, decrease the demand for movies, since now the cost of movies 
plus carfare has increased even though movie prices remain unchanged. 
But since victrola records are substitutive with movies the higher price 
for carfares may lead to an increase in the demand for victrola records. 
The change in the carfare has affected the demand for victrola records 
with which streetcar rides have no direct relation, as well as the demand 
for movies which is complementary with that for streetcar rides. Such 
ramifications in the relations between commodities extend in a broad 
complex web over our entire pattern of consumption. 

Producer Response to Consumer Demands 

The principal motivation to production in a private enterprise exchange 
economy is the anticipation of money incomes (which are then spent on 
consumers’ goods). In the effort to maximize their incomes workers seek 
the jobs where pay will be highest, and businessmen seek opportunities to 
maximize profits through the production and sale of goods and services. 
The opportunity to obtain an income depends primarily on the willingness 
«ol other people to pay for the goods and services the particular individual 
'or business may offer for sale. If the demand for a product is great there 
will be many opportunities to make money by producing it; if that de- 
mand is small the income opportunities will be less. It is primarily in 
response to consumer demands directly, or to these demands as reflected 
in demands for the machines and raw materials to make the products 
wanted by consumers, that businessmen decide what their activities will 
be. In some cases the response is very direct. In some cases the indi- 
vidual businessman may be in a position to decide whether he will sell a 
small amount at a high price or a larger amount at a lower price ; in other 
cases he may simply have to take market price as given and decide how 
much it will pay him to produce. In still other cases demand itself may 
be markedly affected by the activities of the very producers who are 
seeking to sell their products; indeed, if a man can both create a demand 
for a product and produce the product, he may find great profit oppor- 
tunities. Even in these cases, however, there are limits on the abilities of 
individual producers to persuade consumers into changing their selections 
and their basic preferences. For the most part productive activity takes 
place in response to estimates of these preferences as they will be ex- 
pressed in consumer purchases. 
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The. Unit of Business Enterprise 


The business enterprise is the unit within which productive activities are 
organized to turn out goods and services, for sale ultimately to consumers. 
Such units vary all the way from a small farm or shoe shop or cigar store 
to a large plantation or a big industrial corporation. Before proceeding 
further with a broad analysis of economic processes, it is therefore useful 
to examine briefly the forms some of these units of production organization 
may take. 


The Single Proprietorship 

Legal form 

The oldest form of business organization is the single proprietorship, 
and it is still by far the most common numerically. Simply stated, a 
single proprietorship is a one-man business. The one man (proprietor) 
is not necessarily the only worker, but he is the sole owner of the business 
and the sole controller of its policies. He may hire any number of em- 
ployees and may delegate various duties to them, but he alone is ulti- 
mately responsible for management. He may borrow funds and contract 
to pay interest on them. But he receives all the net profits made by the 
business ; he is also the first to bear the losses and is responsible for all the 
debts. 

Legally, the proprietor and his business are essentially one. All of the 
proprietor’s personal wealth and income (witn minor exceptions such as a 
homestead, in some states) may be taken, if necessary, to pay the debts 
of the business. We say the proprietor has “unlimited liability.” And 
any assets of the business may be seized to pay his personal debts. Any 
competent businessman will keep separate his personal accounts and those 
of his business so that he may know accurately whether or not the business 
is making a profit; but the law takes no cognizance of such separation of 
accounts. In view of this situation, a proprietor is naturally hesitant to 
delegate authority to anyone else in important questions of management 
and policy. 

Advantages 

The advantages of the single proprietorship as a unit of business enter- 
prise can be quickly summarized. The proprietor is hie own boss, he 
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need tnke orders from no one — a consideration of major importance for 
many persons. In a small business, management by a single proprietor 
is likely to be more efficient than would be division of authority between 
two or more managers. Being solely responsible for the management of 
his business, the proprietor need not worry about the danger of unwise 
decisions by associates. (The fact that he has sole responsibility may 
also lead him to be especially careful in making decisions.) And a single 
proprietorship can be started and carried on with a minimum of legal 
formalities and expense; it is free from special regulations and taxes im- 
posed on corporations. 

Disadvantages 

In spite of this list of advantages, the single proprietorship has a major 
drawback which has led to its replacement by other forms of enterprise 
in large areas of economic life. It is very difficult, if not impossible, under 
a proprietorship to raise huge sums of capital for carrying on the large- 
scale production which has become so necessary in producing many 
products today. For a retail store, or a farm, a fairly small sum suffices 
to set up business on an efficient scale. But for an automobile factory or 
a steel mill, a very large investment is required to set up and operate a 
plant which can obtain the economies of large-scale production necessary 
to compete with other large-scale producers. There are very few indi- 
viduals with personal fortunes sufficiently large to finance such under- 
takings alone. And even when an individual does have a fortune large 
enough to permit his financing a huge business enterprise, he is probably 
hesitant to do so (1) because of the liability of his personal fortune for 
the debts of the business, should the business prove unsuccessful, and 
(2) because of the difficulty of liquidating an investment so made, if he 
wishes to sell out, or if he dies (in which case the life of the business is 
legally terminated). Still another disadvantage is the inability of any 
proprietor to delegate authority to subordinates without endangering his 
personal fortune, and such delegation of authority is necessary for large- 
scale business enterprise. 

Decreasing importance 

In view of these drawbacks, individual proprietorships have steadily 
become less important in American economic life. They are of little 
importance in manufacturing, transportation, communications, mining, 
construction, and the utilities, which together account for roughly two 
thirds of the total employment and of income paid out in our economic 
system. But, in spite of their drawbacks, individual proprietorships have 
remained the prevalent form of business organization in agriculture, in 
retailing, and in service enterprises (doctors, lawyers, hotel operators, 
and so on). There are still some nine million individual proprietorships, 
almost seven million of them in agriculture, including tenant farmers as 
well as owner-operators. In, 1936 only about 8 per cent of all farms were 
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operated by partnerships or corporations, although only 67 per cent of 
the individual agricultural proprietors owned their own farms. Of the 
other two million individual proprietorships, over half a million were in 
retail and wholesale selling and over half a million in service enterprises. 
This continued importance of individual proprietorships in agriculture, 
retailing, and services is explainable largely on the ground that these are 
the outstanding cases where small-scale enterprise is at least as efficient 
as large, and often more so. Even in these fields there is some evidence 
that individual proprietorships are gradually becoming less prevalent. 
Especially is this true in retailing, where such large-scale enterprises as 
mail-order houses, chains, and department stores have been expanding 
rapidly in recent years, replacing small-scale individual proprietorships. 
There seems little likelihood, however, that the individual proprietorship 
will soon be generally replaced as the common form of organization in 
farming, retailing, or services, because many of the particular tasks in 
these lines are well adapted to relatively small-scale production. 

The Partnership 

Legal forrri 

A partnership consists of two or more persons who are joint owners and 
proprietors of their business. Usually there is a written partnership 
agreement (“Articles of Partnership”) which specifics the capital and 
services which each is to contribute and the manner in which the profits 
or losses are to be shared. However, this agreement may be only an oral 
one. In general the law views a partnership very much as it views an 
individual proprietorship — ^the partners are legally responsible for the 
debts of the business to the extent of their personal fortunes. In case the 
business cannot meet its obligations, the courts will first attempt to collect 
from the individual partners in the manner specified in the Articles of 
Partnership, wherein their respective responsibilities may be listed, but 
if any partner cannot pay his share, all of the other partners become 
personally liable for it. For example, if there were four partners in a 
bankrupt business and three of them were unable to pay anything on the 
debts of the business, the fourth would be personally liable for all the 
debts. Legally the fourth could then collect from each of the other three 
his share as specified in the partnership agreement, but actually this is 
likely to be very difficult if the creditors of the business have already been 
unable to collect. 

Furthermore, each partner is liable for all the acts of other partners 
taken in the name of the business, in spite of any private agreement the 
partners may have among themselves. Thus, the partners may have 
definitely agreed that one only is to make sales, another only to manage 
the plant, another only to purchase materials, and so on; but if one of 
them foolishly incurs an unwise obligation for the firm, each other 
partner is completely liable for this obligation if the business cannot meet 
it. Again, the other partners might sue to collect from the erring member 
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if he had broken an agreement, but whether or not they collected they 
would each be liable for the debt of the business. 

The reason for this strict legal attitude is essentially this: Any person 
dealing with the partnership cannot be expected to know all the details of 
the partnership agreement. When he deals with a partner he has a right 
to assume that he is dealing with an authorized agent of the business; to 
force a buyer or seller to investigate the articles of partnership before 
dealing with any partner to be sure of that partner’s right to make such 
a contract would be unjustifiably awkward and burdensome. Therefore 
the law protects the outsider by assuring that the business will be liable 
for the contracts made by any partner. 

“Limited partnerships” are permitted in some states. A limited 
partner is one who is liable for the debts of the business only up to some 
specified figures, say $10,000. Such a partner, according to most state 
laws, may contribute capital to the business but not his services, and 
his name may not appear in the partnership’s name. Moreover, he has 
no right to do business in the partnership’s name. This provision permits 
partnerships to obtain capital from wealthy individuals who are willing 
to make some investment but are unwilling to make themselves com- 
pletely liable for the operation and obligations of the business. Such 
partners are sometimes called “silent” or “sleeping” partners. But 
even where a limited partnership is permitted, the partnership must have 
at least one, and usually two, general partners who are liable for the debts 
of the business in the manner indicated above. 

Advantages 

A partnership has one substantial advantage over an individual pro- 
prietorship. By including more proprietors, the partnership is better 
able to obtain more capital for setting up and operating the business. 
This is so (1) because of the larger personal resources on which the 
business can draw, and (2) because of the stronger credit position of the 
business in seeking to obtain borrowed funds when its debts are backed 
by the personal resources of several partners. Another advantage of 
the partnership is its ability to obtain partners each well adapted to some 
phase of the business’ operations, thus having a proprietor in charge of 
each phase rather than simply a hired hand. As contrasted with the 
corporation and other large-scale forms of organization, the partnership, 
like the single proprietorship, retains a more “personal” character, which 
may be very important in retailing and direct service enterprises. 
Furthermore, the partnership is free from special corporation taxes and 
much of the red tape and special regulations imposed on corporations. 

Disadvantages 

Although it is superior to the single proprietorship in raising capital, 
the partnership is still likely to have difiiculty in raising very large sums. 
In the first place, there are few partnership groups wealthy enough to put 
up the funds necessary for present day large-scale business operations. 
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And even when there are wealthy individuals, they hesitate to expose 
themselves to complete liability for the debts of the business and the acts 
of their partners. There are, of course, important exceptions, but in 
general the partnership has been unable to provide the capital needed 
for large scale enterprise.^ There are other drawbacks to the partnership. 
If the partners disagree on major matters of business policy, there is no 
solution short of dissolution. The life of the partnership is limited to 
the lives of its partners: the death of one partner legally dissolves the 
partnership, as does the withdrawal of a partner for any reason. A 
partner wishing to sell out his share can do so only if all other partners 
are willing to accept the purchaser. Otherwise, the alternatives are for 
the remaining partners to buy out the retiring one, or for the partnership 
to be dissolved.® 

Extent of the partnership form of enterprise 

The partnership as well as the single proprietorship is subject to the 
fundamental drawback of difficulty in raising capital. Therefore, as 
might be expected, although there have been some large partnerships, the 
partnership has never become a prevalent form of business organization. 
In 1936, there were about 230,000 partnerships in the United States. Of 
these, about one third were in retail or wholesale selling, about 15 per 
cent in services (professions, hotel operators, and so on) , 13 per cent in 
financial enterprises, and the rest scattered. In spite of the few well- 
known large partnerships, the average size, measured by employment, 
gross income, and net income, is relatively small. 

The Corporation 

Legal form 

A corporation is a business organization which exists as a “legal person” 
apart from the individuals who own and control it. A corporation may 
carry on business in its own name; enter into contracts, sue and be sued, 
own property, borrow and loan money. In general it may as a business 
unit do all the things which any individual person may legally do in 
business. A corporation may have one or a number of purposes. Many 
of the earliest corporations in England, where charters were derived from 
the crown, were religious, fraternal, and educational institutions. For a 
long time, corporation charters specified rather closely what the purpose 
of the corporation was to be and limited the activities of the corporation 
to achievement of this purpose. Today in this country the corporation 
charters granted by most states are, however, so broad in their grants of 
power and so vague in their statements of corporate purposes that they 


1 Until recently J. P. Morgan and Co. was an example. 

- The legal provisions regarding partnerships vary somewhat from state to state. 
The statements made here apply in most states, and in general the differences are 
those of detail. 
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exercise little effective restraint over corporate activities. Indeed, since 
corporations pay fees for charters and special taxes to states within 
which they are chartered, some states have competitively made corpora- 
tion charters more and more lax in an attempt to get more fees. Dela- 
ware has gone furthest in this competition for corporation charters, and 
Wilmiiigton contains the “dummy offices” of hundreds of large business 
firms whose real offices are in New York and Chicago.® It should be 
noted that no matter in what state a corporation takes out its charter, 
it is permitted by the interstate commerce clause of the federal con- 
stitution to carry on business in any other state. Thus it is virtually 
impossible for any state to regulate corporation practices effectively, for 
any attempt to do so is likely simply to result in the corporation legally 
moving to a more lax state, even though it carries on the same business 
in the same places as before. 

The financing of corporate enterprise 

The corporation has numerous advantages as a form of business organ- 
ization, but much the greatest of these is its superior ability to raise 
large amounts of capital. To understand this major advantage of the 
corporate form, and later to understand some of the abuses made of it. 
it is necessary to know something of the ways in which a corporation 
gets its funds. 

A corporation is financed by the investment of a few or many indi- 
viduals in “corporate securities.” These individuals may simply make 
loans, or they may be part owners of the corporation. Corporate secu- 
rities thus fall into two broad classes: stocks, which represent ownership 
in the corporation, and bonds, which represent money loaned to the cor- 
poration by bondholders. Tliere are many variations within each of 
these two categories, and the distinction between some stocks and some 
bonds may be very slight and therefore should not be overemphasized. 
The most important characteristics of corporate securities as forms of 
investment are their variations with regard to: (1) the right to an early 
claim on the income of the enterprise before other security holders receive 
any payments, (2) the right to the “residual” income, however large, after 
others have been paid promised amounts, and (3) the right to vote on 
personnel and policy in the corporation, and hence the power to control 
the corporation. 

Common stockholders are owners of a corporation. Common stock is 
usually “voting stock” and the stockholders have the right to elect the 
board of directors (except under special circumstances) ; the stockholders 
are therefore in a position to control the policies of the corporation so 
long as it remains solvent. They are entitled to any income remaining 
after prior claims of creditors and other owner-investors have been met. 
If the corporation is dissolved, they are entitled to all that remains (if 


® Delaware granted the United States Steel Corporation a charter permitting it 
“to engage in any kind of business in any part of the world.” 
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anything) after everyone else has been satisfied. The common stock- 
holders are the residual claimants” to the corporation’s income and 
property. They gam the most when income is high, and they are the 
first to lose when things are not going so well. Net income earned and 
paid out to stockholders is called dividends. Although the net income 
of the business belongs” to the stockholders, often the corporation does 
not pay it all out but instead reinvests a part in the business. When this 
IS done we often say that the corporation has “plowed back earnings”* 
such reinvested funds are called “surplus.” Since the stockholders have 
the residual claim on the assets of the corporation, increasing the assets 
by reinvesting net income increases the value of the stock. Whether the 
net income is paid out or reinvested, it accrues to the stockholders. 

In some cases, common stock has been classified into two types “non- 
voting and “voting” (usually called “A” and “B”). The “B” stock 
carries voting power in electing directors, but the “A” stock does not. An 
example is American Tobacco A and American Tobacco B, of the Amer- 
Company (makers of Lucky Strikes). Aside from this 
difference in voting power, the two types of stockholders ordinarily take 
equal risks and share the opportunity to get large dividends. The issue 
of nonvoting common stock makes minority control by “insiders” possible 
with only a small investment while yet preserving flexibility in the con- 
cern by maintaining a high proportion of “owner-financing” rather than 
by increasing bond issues; frequently nonvoting common stock is issued 
to the employees of a concern in “profit-sharing” schemes. 

There are a number of important differences between the position of 
the stockholder owner of the corporation and that of the owners of a 
partnership: (1) The owners of stock are not liable for the debts of the 
corporation beyond the amount they pay for the common stock when 
they purchase it. If the corporation goes bankrupt, creditors can only 
seize the assets of the business; they cannot call on the stockholders to 
make good on the debts of the corporation.'^ (2) The stockholder as an 
individual has no power to act in the name of the corporation. It is 
therefore usually a matter of no importance who the owner of the stock 
is unless a particular group of men is seeking to gain control of the corpo- 
ration. The actual management of the corporation is delegated to the 
board of directors by the vote of the stockholders, and by that board to 
the officials it selects. (3) Investment in stock is a “liquid” investment 
as compared with investment in a partnership. The individual investor 
can withdraw by selling his stock, and new investors can join in owner- 
ship of the corporation by the purchase of stock. 


* There are minor exceptions. In many states, stockholders of insolvent banks 
have been liable for assessment of 100 per cent of the face value of the stock, in 
addition to the amount originally paid for the stock. This provision was made 
to give special protection to depositOTS by making more sure they would receive 
their deposits back even when banks failed. This provision has, however, been 
eliminated in most states and commonly bank stock liability is now on a par with 
other stocks. 
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Bondholders are creditors of the corporation; stockholders are owners 
of the corporation. Bonds represent money loaned to the corporation. 
A coloration might borrow money from the bank by signing a note 
promising to repay the money, with interest, at some future date. But 
when corporations want to borrow large sums for long periods, they com- 
monly do so by issuing bonds which are sold to persons or institutions 
having funds to invest. Bonds are nothing but promises of the corpora- 
tion to repay to bondholders the funds borrowed, at some specified future 
date with a set rate of interest over the period during which the bond 
is outstanding. 

Bondholders, being merely creditors, ordinarily have no voting power 
to elect directors, and hence no direct control over the policies of the 
corporation. They take much less risk than the stockholders, since a 
specified interest on bonds must be met before any income is available 
for dividends to stockholders.® On the other hand, most bondholders 
receive only the set rate of interest, even though the corporation makes 
huge profits. If the corporation should go bankrupt and be liquidated, 
bondholders would be paid before any payments were made to stock- 
holder, since the bonds represent debts of the corporation which must 
be paid before anything is paid to the owners ; but the bondholders receive 
back only the funds loaned. Many bonds contain provisions that if a 
corporation fails to pay interest when due, voting power is automatically 
given to bondholders so that they can protect their interests by having 
a voice in directing the policies of the business. In some cases, if interest 
is defaulted several times running, stockholders may lose the right to 
vote and complete cgntrol may be transferred to bondholders until past 
interest defaults are cleared up. 

There are numerous types of bonds, and large corporations typically 
issue several types. Some are mortgage bonds, backed by specific pieces 
of physical property; some are backed by specific holdings of the cor- 
poration in securities of other corporations; some are backed just by the 
general assets of the corporation, and so on. The important factor in 
determining the degree of risk or security of a particular issue of bonds 
in a given corporation is not whether or not the bond has some specific 
backing, but whether it has first, second, third claim on the income and 
property of the corporation. In each corporation there is a definite rank 
of priority of claims on earnings, with first-mortgage bondholders ordi- 
narily having “first lien,” that is, first claim to payment. In fact, 
securities may be ranged in order of priority of claims on earnings and 
assets in a continuous series from first lien bonds to common stocks. 

It is easy to overemphasize the formal distinctions betw'een various 
types of stocks and bonds and the formal rights of the various security 
holders. This is easily illustrated. When a corporation becomes offi- 
cially bankrupt and unable to meet interest or principal payments to 
bondholders, the corporation may be liquidated and payments made to 


® ^^Income bonds^^ are an exception. 
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security holders in the order indicated. Usually, however, the corpora- 
tion is worth more as a going concern. A compromise agreement is 
therefore worked out whereby all classes of security holders make some 
sacrifice, scaling down their claims in interest payments in order to keep 
the corporation in operation. In such a compromise (“reorganization”) 
even first lien bondholders may have to agree to take a lower rate of 
interest, although they seldom have to make much of a sacrifice. On 
the other hand common stockholders may be completely wiped out, with 
(let us say) third and fourth lien bondholders giving up their bonds and 
taking stock in the reorganized corporation. In general, the order of 
priority holds as to sacrifices made, but the formal distinctions are often 
blurred. Such a reorganization may have little effect on the actual 
assets and the services rendered by the corporation, and may change 
only the financial structure of the corporation, usually scaling down the 
annual interest charges.® 

Preferred stockholders have a position intermediate between that of the 
common stockholder and the bondholder. Preferred stock sometimes 
carries a vote, tiiough very often not. It typically has a set rate of 
dividends, say $6 per share, that must be paid it before any dividends can 
be paid on the common stock. Preferred stock usually has preferment 
if the corporation is liquidated (that is, preferred stockholders will usu- 
ally receive priority over common stockholders in the distribution of 
assets). On the other hand, preferred stock is definitely inferior to bonds 
in priority of claim on income and assets. If the preferred stock is 
cumulative, dividends not paid during bad years must be paid up on this 
stock before any dividends can be paid in subsequent years to the 
common stockholders. If the preferred stock is noncumvlative and the 
preferred dividend goes unpaid any year, preferred stockholders have no 
claim for these missed dividends in future years when profits are being 
made. If earnings are very large, the preferred stock may or may not 
“participate” in these exceptionally large earnings. If the preferred stock 
is 'participating, after the common stock has received some specified 
return per share, common and preferred will share the remaining excep- 
tional earnings. If the preferred is nonparticipating, it receives only its 
set dividend, regardless of how large the profits of the business may be, 
and all profits above preferred dividends go to the common stockholders. 
Although preferred stock may appear to be a happy compromise for the 
investor seeking low risk with the possibility of substantial rates of 
return, there is no type of security which is so likely to be misleading, 
especially if it is noncumulative and nonparticipating. The only way to 
tell whether preferred stock is really “preferred” in an important way is 
by a careful examination of the provisions for that particular preferred 
stock. 


•Such reorganizations have been very common. For example, three fourths of 
the major railroads of the country have gone bankrupt at least once in the last half 
century, many of them two or three times. 
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Although within the same corporation bonds are a more conservative 
investment than stocks, it should be noted that this statement does not 
necessarily hold in comparing the securities of different corporations. 
American Telephone and Telegraph common stock has paid $9 per year 
dividends through thick and thin over the last decade and a half, paying 
in depression years out of surpluses accumulated in good years. On the 
other hand, many railroad bonds, considered very sound in good years, 
were defaulted completely during the depression. In evaluating different 
securities as investment opportunities, there is no substitute for expert 
knowledge and for careful investigation of the securities in question. 

Advantages of the corporate form of enterprise 

The advantages of the corporate form of organization as a method of 
financing large-scale enterprise are many. It makes possible centraliza- 
tion of responsibility for management, continuity of life of the organ- 
ization apart from the life of the owners, and the attraction of funds 
from many sources. The techniques by which this is made possible and 
their significance may be summarized briefly as follows: (1) All owners 
of the corporation (whether holders of common or preferred stocks) incur 
“limited liability,” the maximum possible loss being determined by the 
amount of the investment. Their personal fortunes are not subject to 
seizure in the event that the business goes bankrupt. This obviously 
increases the attractiveness of investment in corporation stocks. (2) 
The individual owners of a corporation cannot act independently in the 
name of the enterprise. Instead they elect a board of directors, which 
appoints a salaried executive manager to whom will be delegated the 
powers necessary for conducting the business. This centralization of 
management is obviously essential in a large organization with many 
members. It also has the effect that the personality and the credit of 
individual members of the corporation are matters of relative indifference 
to other members. Initiation and expansion of the enterprise are very 
much simplified, and multiplication of membership is made possible by 
removing management powers from the members as individuals. Since 
members are easily replaced, the life of the corporation is independent 
of the life of its members, and continuity is facilitated. Finally, asso- 
ciated with the divorcing of management rights from ownership is the 
greater marketability of investments in corporate enterprise. Stocks are 
readily bought and sold. This characteristic of corporate securities has 
the added advantage of attracting investment by savers who wish to 
keep their assets in a reasonably “liquid” form. (3) There is a wide 
range and variety in corporate securities, both stocks and bonds. This 
makes possible appeals to many different types of investors. Stocks are 
available for those primarily interested in an investment which may 
increase in value over time, and who are willing to take the risks asso- 
ciated with this opportunity. The lai'ge investor interested in gaining 
coatrol over an enterprise will of course purchase stocks. In any given 
corporation, bonds of various sorts are more omiservative investments 
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than are stocks of the same company, and they will attract those inter- 
tested primarily in an investment which will give a fairly steady moderate 
income. Preferred stock gives a possibility of higher rates of return 
than do bonds in the same corporation, but at greater risk (even when 
it is “cumulative”). Since all these securities are ordinarily sold in 
fairly small denominations, they are available to small investors whose 
resources would not be so readily tapped without such securities. 

Disadvantages of the corporate form of enterprise 

The major disadvantages of the corporation as viewed by those inter- 
ested in establishing a business are the costs of the financing operations 
and the special taxes and regulations imposed on corporations. When 
corporation charters are granted, some states impose definite regulations 
as to the scope of corporate action, although this drawback is not very 
serious, owing to the ease of incorporating in lax states. In any state 
the process of incorporation involves considerable expense. The listing 
of corporate securities for sale on a major stock exchange now also in- 
volves extensive red tape and expense, since new securities must pass 
inspection by the Securities and Exchange Commission before they can 
be listed. Moreover, the federal government and most states impose a 
special income tax on corporations, and in some states other special 
taxes are imposed. In many cases these taxes do not actually impose 
any differential burden on corporations, but rather aim to tax them on a 
basis of equality with other forms of business organisation ; in other cases 
corporations have definitely been subjected to discriminatory taxation. 
However important these drawbacks may have been in some cases, they 
have by no means been sufficient to offset the advantages of the corpora- 
tion in other respects. 

Prevalence of the corporation 

Largely as a result of the great superiority of the corporation as a 
devise for raising capital and centralizing control, it has become the 
prevalent form of organization in all fields where large-scale investment 
is necessary for low-cost production. Today the corporation holds virtu- 
ally undisputed sway in manufacturing, mining, transportation, com- 
munications, construction, utilities, and finance. Agriculture, trade, and 
services are the only fields where corporations are not predominant. 
Table 4 — 1 indicates the extent to which corporations have taken over 
the field in manufacturing. Their predominance is clearly indicated in 
the first three sets of figures even though a small majority of manufac- 
turing enterprises are still noncorporate businesses. Corporations are 
typically larger than other enterprises; some are Goliaths. In 1935,. 
total assets of the American Telephone and Telegraph Company were 
$3,998,000,000; those of the Pennsylvania Railroad $2,863,000,000; and 
those of Standard Oil of New Jersey $1,895,000,000 — ^to cite leading exam- 
ples. In the same year, 659,000 different persons owned American 
Telephone and Telegraph stock, though this is an extreme case. The 
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200 largest nonfinancial corporations in 1935 had total assets of $74,232,* 
000,000. No one of these had assets of less than $67,000,000. 

TABLE 4-1* 

Manufacturing Corporations in the United States 


Workers 



Valice of corpo^ 

in corpora-^ 

Value added 



ration output 

lions as per cent 

by corporations 

Corporations as 


as per cent of 

of all workers 

as per cent of total per cent of total 

Year 

total output 

in manufacturing 

value added 

establishments 

1904 

73.7 

70.6 

71.9 

23.6 

1909 

79.0 

75.6 

77.2 

26.9 

1919 

87.7 

86.6 

87.0 

31A 

1929 

92.1 

89.9 

91A 

483 

1939 

92.6 

89.4 

...t 

61.7 


* Derived from data in the U. S. Censuses of Manufactures ; subsections dealing with 
types of organization of manufacturing establishment. 

f Figures omitted because of change in cla.s8ifications. 

The corporation os a device for concentrating control 
over large investments 

Perhaps the most striking characteristic of modern business enterprise 
is the great concentration of control which has developed in some fields 
since the Civil War period. Today the gigantic corporation spreading 
over the entire country and producing a variety of related products is 
a commonplace; seventy-five years ago a billion-dollar corporation would 
have been a wild man’s dream. Aside from its potentialities as a money- 
raising device, the corporate form lends itself particularly well to use by 
minority groups in obtaining control over large investments with a mini- 
mum of contribution on their own part. 

There are two principal ways in which minority groups may gain 
control of large investments in a corporate enterprise: (1) the use of dif- 
ferent types of securities, and (2) a combination of inside pressures with 
the lethargy of the majority of stockholders in using their votes. 

1. Since only a majority of the voting stock is necessary to control 
the policies of a corporation, it is obvious that the corporate form enables 
persons to control an enterprise with only slightly over half the total 
investment in any case. But the use of nonvoting securities makes it 
possible to obtain and exercise control with far less than half the total 
investment. 

A simple hypothetical example will illustrate this possibility. Suppose 
a group of promoters to be organizing corporation X, whose total required 
invested capital amounts to $10,000,000. The organizers issue $5,000,000 
of bonds, $2,500,000 of nonvoting preferred stock, and $2,500,000 of 
common stock. Since only the common stock has voting power under 
ordinary circumstances, it is necessary to control only the common to 
elect the board of directors and control the corporation. Half the com- 
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mbn would amount to $1,250,000, so an investment of slightly over this 
amount would be sufficient to control the ten million dollar company. 
In many cases the proportion of nonvoting to voting securities is larger 
than this, so that control may be obtained with even a smaller invest- 
ment relative to the total. And in some cases even the common has been 
divided into “A” and “B” classes of which only the “B” has voting power. 

The significance of this diversification of securities for the concentra- 
tion of corporate control is obvious. At the same time it has a further 
broad significance in encouraging the use of “top-heavy” financial struc- 
tures, in which the debt securities (bonds) are very large relative to the 
equities (stocks). This means that in good times the relatively small 
investment in stock will receive large rewards in dividends, since the 
bonds (and often the preferred stock) receive only a fixed amount regard- 
less of total earnings. On the other hand, in bad times the heavy fixed 
debt burden is likely to prove very oppressive to the business: not only 
is there likely to be nothing left over for the stockholders after the heavy 
debt charges have been met but there is even likely to be an inability 
to meet these charges, which may lead to bankruptcy and complete loss 
of the equity of stockholders. From the point of view of mitigating 
business cycles, avoidance of such top-hea\ 7 - debt structures is very 
important. 

2. Having raised funds by sale of securities, corporation “insiders” 
often find it easy to retain control with an investment of less than half 
the voting stock. The policies of almost every corporation are dominated 
largely by those stockholders who are closely connected with the opera- 
tion of the business; in many cases large numbers of stockholders know 
virtually nothing about the operation of the enterprise in which they 
hold shares of ownership. This lethargy of the “outsiders” among the 
stockholders is especially apparent in the very large corporations which 
have thousands of stockholders, many of whom hold only a few shares. 
To be sure, such stockholders receive notices of the annual meeting of 
the corporate shareholders for electing directors and transacting any 
other business which may arise, but receiving such a notice is a far cry 
from attending and actively participating in the meeting. If I own ten 
shares of General Motors, the chances are very strong that I have bought 
it purely as an investment. I know perfectly well that my ten votes 
would be of virtually no significance in electing any particular directors 
to the board and in determining the policy of General Motors. If I live 
in Washington and the meeting is held hundreds of miles away, the 
chances are very slim that I will spend the time and money involved in 
going to the meeting, merely to watch a routine election which has prob- 
ably been determined well in advance by the large voting blocs of com- 
paratively few “insiders.” Of course, even though I do not go to the 
meeting, I am entitled to send a “proxy,” designating a person of my 
choice to vote my shares for me. Typically I will receive a proxy already 
filled in designating some officer of the corporation to vote for me, and 
the chances are that if I send a proxy at all I will simply sign this one 
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and send it, thereby giving the “insiders” my votes to elect their choices. 
Of course, this lethargy on the part of many stockholders does not always 
exist. In some smaller corporations virtually all stockholders take an 
active interest in the conduct of the business. Even in large corpora- 
tions sometimes conflicts arise in which sharp struggles for proxies ensue, 
with the control and basic policies of the corporation at stake. But for 
the most part, minorities in control can feel sure of their ability to retain 
effective control without holding even approximately half the voting 
stock. They are on the ground; many of the stockholders are far away 
and little interested. 

The striking extent of such minority cwitrol is indicated by data col- 
lected relative to control of the 200 largest nonfinancial corporations in 
the United States in 1930.^ In 6 per cent of the corporations control was 
exercised by nearly complete stock ownership; in 5 per cent control was 
by majority stock ownership; in 23 per cent control was by minority 
stock ownership; in 21 per cent control was by legal devices enhancing 
the power of minority or managerial groups; and in 44 per cent control 
was by the management without material stock ownership. Moreover, 
this management-controlled 44 per cent of the corporations had 58 per cent 
of the collective wealth of the entire 200. More recent data published by 
the National Resources Committee ® and the Temporary National Eco- 
nomic Committee ® appear to indicate that there has been no important 
shift in the years since 1930. 

By means of large investments coupled with full use of minority control 
devices, a few very powerful interest groups have attained a tremendous 
degree of power over the corporate structure of the nation, which in 
turn represents the major portion of economic activity in industry, trans- 
portation, utilities, and finance, as well as substantial amounts in other 
sectors. Grouping the 50 largest financial corporations with the 200 
largest nonfinancial, in the above study the National Resources Com- 
mittee found that out of total assets of $115,000,000,000 for the group 
the J. P. Morgan-First National Bank of New York interest group con- 
trolled over $30,000,000,000; and the Kuhn Loeb investment banking 
interests controlled over $10,000,000,000, primarily railroads. Of the 
purely family groups, the Rockefeller interests controlled over $6,000,000,- 
000, the Mellon interests over $3,000,000,000, and the du Pont interests 
over $2,500,000,000. These figures for assets controlled are of course 
somewhat tentative, inasmuch as in most cases working control is exer- 
cised with much less than a majority of the voting stock. In some cases, 
in fact, especially in the case of the Kuhn Loeb group, control is exercised 
primarily without heavy stock holdings and director representation. 

^Berle, A. A., and Means, Gardiner C., The Modern Corporation and Private 
Property, Macmillan and Co., New York, 1934, p. 94. 

* The Structure of the American Economy, Chap. IX. 

• The Distribution of Ownership in the 900 Largest Nonfinancial Corporations, 

TNEC Monograph No. 29, 1940. 
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When it is recognized that tlie ownership of stock in all American cor- 
porations is much less widely spread than is commonly supposed, the 
concentration of control permitted by the corporate form becomes still 
more impressive. Only 10,000 persons (0.008 per cent of the popula- 
tion) own one fomih, and 75,000 persons (0.06 per cent of the population) 
own fully one half of all corporate stock held by individuals in this 
country. 

It should be clear that there is nothing necessarily dishonest or illegal 
about such centralized control of business enterprises by minority groups. 
On the contrary, there is strong evidence that in many cases the opera- 
tion of corporations in this manner leads to far greater efficiency than 
could possibly be expected were there no such centralization of control. 
But there are also many cases of the opposite sort, where centralization 
of control is used by insiders for their own aggrandizement and for the 
exploitation both of other security holders in the corporation and of those 
outside the corporation. Centralization of control, especially when 
coupled with lethargy on the part of other security holders, presents a 
favorable opportunity for graft and dishonesty by insiders if they desire 
to operate in that manner. Falsification of reports, payment of very high 
salaries and fees, manipulation of prices of the corporation’s securities, 
and other such practices have been unfortunately common in the history 
of American business. ' - • . , ^ 

The Coopemtlvff^ 

Cooperatives have been formed both by consumers and by producers in 
this country. Consumers’ cooperatives are organizations in which con- 
sumers band together to buy goods from wholesalers or manufacturers 
and sell directly to themselves, in an attempt to obtain higher quality 
goods and lower prices than they could through ordinary retail channels. 
Producers’ cooperatives are organizations in which producers band to- 
gether to sell directly to users of their products, in an attempt to get 
higher prices and better treatment than they could through ordinary 
marketing channels. Typically a cooperative is organized .as a corpora- 
tion but it differs from an ordinary corporation in at least two important 
respects: (1) each cooperative member has only one vote regardless of 
how many shares of stock he owns; and (2) above a certain fixed divi- 
dend per share, any profits are divided on the basis of patronage of 
cooperative members (that is, purchases from consumers’ cooperatives, 
or sales through producers’ cooperatives) . 

Cooperatives have achieved great importance in England and the 
Scandinavian countries, but they have developed much more slowly here. 
At present the country is spotted with consumers’ cooperatives, but for 
the most part these are very small. Producers’ cooperatives have devel- 
oped furthest in agriculture, where unorganized farmers have felt them- 
selves at a great disadvantage in facing organized buyers of their prod- 
ucts. At present producers’ cooperatives are probably most important 
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in the marketing of dairy products and citrus fruits. In 1936 there were 
some 10,600 cooperative marketing associations in agriculture, with a 
total membership of around 3,000,000 and total volume of business of 
II ,840,000,000. Although cooperatives are still restricted to a few fields 
and remain relatively insignificant, they have grown rapidly in the last 
two decades, and it may be that in the future they will be of increasing 
importance. 



CHAPTER 5 


Size and Concentration in American Enterprise 


Op great importance in relation to the way in which economic processes 
operate are the sizes of business enterprises and the numbers of firms 
producing each commodity or service. Changes in these things may 
involve drastic changes in an economy. A brief survey of these charac- 
teristics of business enterprise in the United States will stand us in good 
stead as a background to the analyses which are to follow. It is useful 
to begin by defining some basic concepts. 

Some Basic Economic Concepts 

In Chapter 4 we described the most prevalent forms of organ! «atlon 
of business units. Business units are frequently called “firms.” John 
Brown, farmer and sole owner and manager of his farm, is the head of 
a firm that is a single proprietorship. General Motors Corporation 
with its many ramifications is also a firm. The United States Steel 
Corporation is a firm with steel mills in many cities, with iron mines, 
with ore ships on the Great Lakes, and so on. The corner grocery store 
may be a single proprietorship with just one physical unit, or it may be 
a member of a large chain organization under one central control with 
many retail units widely scattered. The important characteristic of the 
firm is that it is owned and controlled essentially as a unit however 
diverse its parts. 

The function of making fundamental policy decisions in an enterprise 
is generally called the function of “entrepreneurship.” The entrepreneur 
makes decisions as to how productive agents will be combined, what the 
quantity of goods produced will be, what the variations in those goods 
will be, how the concern will be financed or refinanced in times of need, 
what price policies will be followed, and so on. A firm is thus a business 
unit under one coordinated “entrepreneurship.” 

In the independent corner grocery store the proprietor is the “entre- 
preneur.” He decides whether to borrow funds to remodel his store, or 
what prices to set on his merchandise. It is equally easy to see who per- 
forms the functions of the entrepreneur on an independent farm. In more 
complex forms of business this becomes less obvious. For example, who 
is the entreprenuer of American Telephone and Telegraph? The 600,000 
stockholders? The Board of Directors? The finance committee of the 
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Board of Directors? The President? It is impossible to pick out any 
single person or even group of persons as the entrepreneur; the func- 
tions of the entrepreneur are performed in a coordinated way by the 
various individuals and groups concerned. 

The firm is the unit within which productive resources of various 
kinds are combined to turn out goods and services for sale. These re- 
sources are frequently referred to in economics as “agents of production” 
(or “productive agents”). Agents of production are laborers, land, raw 
materials, machines, buildings, and so forth. They are all the productive 
resources available in an economy. An “agent of production” is thus 
a thing or a person that can make a contribution to the production of 
economic goods and services. Productive agents take literally thousands 
of forms, and usually in even a single business enterprise a variety of 
different kinds of agents will be used. 

The productive agents employed in a firm include buildings and other 
more or less fixed physical equipment, which may be located in one or in 
several different places, each separate grouping constituting a “plant.” 
The term “plant” is most frequently associated with the buildings and 
equipment of a manufacturing establishment — perhaps a shoe manufac- 
turing plant, or an automobile assembly plant. The Ford Motor Com- 
pany is clearly a “firm” with “plants” in Dearborn, Seattle, St. Louis, 
Kansas City, Minneapolis, and so forth. But the Atlantic and Pacific 
grocery chain is also a “firm” with “plants” in literally thousands of towns 
across the entire United States. John Brown’s farm enterprise, on the 
other hand, is a “firm” with one “plant” only. 

In each physical plant there are employed other agents of production, 
such as labor and raw materials. The physical plant in combination 
with these other productive agents is an “establishment.” Thus the 
Dearborn “plant” of the Ford Motor Company is the core of an “estab- 
lishment” in which hundreds of workers are employed. The local unit of 
the A. and P. chain is a “plant” which in combination with the shelves 
of goods for sale and the sales clerks constitutes an “establishment.” 

It is much more difficult to state what is meant by an “industry” than 
what is meant by “firm,” “plant,” or “establishment.” For analytical 
purposes it is frequently convenient to use the term industry to refer to 
all the producers of a given “commodity.” This is, in fact, the definition 
which we frequently use. Thus Farmer Brown is a part of the “wheat 
industry” insofar as he produces wheat on his farm. If he produces com 
he is a member of the “corn industry.” Evidently General Motors is a 
firm belonging to many different industries. When we try to make our 
definition of industry very precise we run into many difficulties. Is there 
a “shoe industry,” or a “men’s shoe industry,” or a “men’s dress shoe 
industry”? — and so on. The definition of an industry set up for any par- 
ticular purpose will depend on the definition of “a commodity.” In some 
cases “a commodity” may be narrowly defined as one product identical in 
aji respects; on the other hand, for some purposes it will be convenient to 
broaden the definition somewhat. We therefore defer the precise defini- 
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tion of an “industry” to each particular situation in which the “industry’* 
IS discussed. Here it is possible to define an “industry” broadly as all the 
producers of a given “commodity.” 

We may therefore conclude that: the “plant” is a physical unit of pro- 
duction owned by a “firm”; the plant plus the other productive agents 
employed in the plant is an “establishment”; the “firm” is a business unit 
under unified ownership and control, which in turn may control one or 
more establishments; the “industry” is all producers of a given com- 
modity, and will include all “firms” engaged in such production; finally 
any particular firm may belong to several “industries.” 

Size of Enterprise in the United States 

There are many ways in which we might measure the size of enterprise. 
When we speak of a firm as “large” we usually mean, among other things, 
that it receives and expends large sums of money. The “million-dollar 
corporation” will have invested heavily in plant and equipment for turn- 
ing out great quantities of goods. In all probability thousands of men 
are einployed and pay rolls are very large. There are usually separate 
establishments located in various places, all of which taken together 
make up the total that is the firm. These are the characteristics of big 
business: large gross money income and outgo, heavy investment in each 
plant, many employees, and many establishments in combination. 

In judging the size of a concern each of these factors and some others 
might be used as measuring rods. Which measure is chosen in any par- 
ticular case will depend on the purposes for which the choice is made. 
If we are most interested in the importance of a firm as an employer of 
labor, we shall obviously select this aspect of its activities as the measure 
of its size; if we are interested in the problems created by heavy fixed 
investments in buildings and equipment we shall be more likely to use 
evaluations of such investments, and so on. 

The size of enterprise differs vastly in different sectors of the economy. 
Agriculture is by far the most important area of economic activity charac- 
terized by small enterprises, both in size of plant and of firm. According 
to the National Resources Committee, in 1935 “there were nearly 7 million 
farm units, less than 42,000 of which involved the gainful activity of more 
than 5 persons.”^ The other most important fields of small enterprise 
are nonutility services, retail trade, and construction. Most retail enter- 
prises employ only a few workers and operate with small investments in 
plant and equipment and with small total sales volume. This is still true 
despite the increasing importance of chain and mail-order organizations 
in merchandizing. Largest typically are public utility enterprises, and 
next are enterprises engaged in manufacturing. Yet within any of 
these groups are important departures from what might be regarded as 
“typical.” 

A more concrete picture of sizes of enterprise may be gained by con- 

Structure of the American Economy, p. 103. 
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sidering briefly some facts concerning trends in (1) the size of manu- 
facturing establishments, (2) industrial consolidations, (3) the size of 
enterprises engaged in marketing, (4) the size of agricultural enterprise, 

Trends in the size of manufacturing establishments 

As a part of its investigation of concentration of power in American 
industpr, the Temporaiy National Economic Committee provided us with 
extensive analyses of the scale of manufacturing operations in the United 
States. Included in this study are data on ‘*size of establishments.” 

The Committee used several measures of size of establishment; among 
them were: (1) number of workers, (2) value of output,® and (3) volume 
of output per establishment. These data are presented in Table 5 — 1. 

1. The number of workers per establishment is found by dividing the 
total number of workers employed by the number of establishments. The 
index of workers per establishment is based on these figures of the average 
number of workers per establishment. The number in each year is 
figured as a per cent of the number in 1914; the number in 1914 is 
obviously 100 per cent of itself. 

2. The value of output per establishment is simply the sum of the total 
money incomes of all the establishments each year, divided by the number 
of establishments. 

3. The volume of output per establishment is presented as an index 
number, since it is impossible to add together bales of cotton, pairs of 
shoes, bicycles, and so on, and get any meaningful result. The process of 
computation is too complicated to go into here. The meaning of the 
index, however, should be reasonably clear. It compares outputs in later 
years with average outputs in 1914 as a “base year,” much as we com- 
pared the number of wage earners per establishment with the number in 
1914 by the use of percentage figures. 

What do these data reveal? Although without detailed consideration 
and many qualifications not discussed here they are only rough indicators 
of trends, they do give us a general idea of the number of workers now 
employed in manufacturing establishments, and of the values of products 
per establishment. They also tell us something of what happened over 
the years since 1914. Over this period there was an increase in the 
average number of workers per establishment, though the short-time 
fluctuations associated with changing conditions are very large relative 
to any general increase in number of workers over the whole period. The 
index of the volume of production per establishment shows a more definite 
rise oyer the period, fluctuating in more recent years around a higher level 
than in the earlier part of the period. 

These fibres give a slightly exaggerated picture of the average size of 
enterprise in manufacturing because they omit establishments with gross 

* yalue of output was expressed both in 1914 dollars and in dollar values of the 
particular years reported. Because of the complications involved, the “corrected” 
figures are omitted here. 



SIZE AND CONCENTRATION 


8t 


TABLE 5-1 ♦ 

Growth in the Average Size of Establishments in All 
Manufacturing Industries, 1914-1937 

( Establishments with products valued at ?5,000 or more) 



Average wage earners per 
establishment 
(1) 

Value of 
products per 
establish- 
ment 
(2) ' 

Volume of 
production 
per estab- 
lishment 
(3) 

Year 

Number 

Index 

Index 

Index 

1914 

37.3 

100 

100 

100 

1919 

40.1 

108 ! 

106 ! 

104 

1921 

33.7 

90 

114 

90 

1923 

42.6 

114 

154 

140 

1925 

42.8 1 

115 

164 

153 

1927 

41.8 

112 

173 

149 

1929 

40.5 

109 

177 

154 

1931 

35.9 

96 

163 

123 

1933 

41.6 

111 

171 

141 

1935 

42.9 

115 

172 

142 

1937 

51.4 

138 

216 

185 


♦ Source : TNEC Monograph No. 27, Table 2, p. 4. 

revenues under $5,000. But a much more serious fault is that as averages 
they fail to show the great variations between different types of manu- 
facture. This deficiency can be remedied by introducing other data. 
Table 5 — 2 shows the wide differences in the number of wage earners 
working in large and in small establishments. Of the 8,569,231 workers 
employed in manufacturing in 1937, 2,262,282 were in establishments 
employing over 1,000 workers. 


TABLE 5—2* 

Number of Wage Earners in Establishments op Different Sizes, 1937 
(Size of establishment measured by number of wage earners) 


Wage earners 

Number of 

Percentage of 

per establishment 

wage earners 

wage earners 

1 to 5 

170,174 

2.0 

6 to 20 

514,487 

6.0 

21 to .50 

750,922 

8A 

51 to 100 

852,373 

9.9 

101 to 250 

1522,670 

175 

251 to 500 

1,363,000 

16.9 

501 to 1,000 

1,133,323 

132 

1,001 to 2,500 

1,080,534) 

26.4 

2,500 and over 

1,181,748] 

Total 

8,569^31 

100.0 


♦ Source ; TNEC Monograph No. 27. From tables 3 and 4, pp. 9 ana 11^ 
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In which industries do we find the large, in which the small establish- 
ments? The Temporary National Economic Committee has listed the 
eight industries in which establishments averaged over 600 wage earners 
in 1937. The term “industry” is here used very broadly to include entire 
groups of commodities. These industries and the number of wage-earners 
per establishment were: * 


TABLE 5-3 

Industries with Over 500 Wage Earners Per Establishment, 1937 


Rubber boots and shoes 1,530 

Motor vehicles, not including motorcycles 1,485 

Steel-works and rolling-mill products 1,169 

Locomotives (railroad, mining, and industrial; not 
made in railroad repair sliops) . ... 692 

Copper smelting and refining 631 

Cane sugar refining 610 

Wool carpets and rugs (other than rag) 560 

Linoleum 507 


* Source ; TNEC Monograph No. 27, p. It. 

There were seven industries in which establishments had B.n average of 
fewer than 9 employees in 1937. These were: * 

TABLE S-4 

iNDusTains wiTu FEWEg Than 9 Employees Per Establishment, 1937 


Cheese 2 

Lapidary work 4 

Bluing 5 

Butter 5 

Ice, manufactured 6 

Theatrical scenery and stage equipment 8 
Vinegar and cider 8 


♦ Source ; TNEC Monograph No. 27, p. 15. 


Altliough none of the industries characterized by very small establish- 
ments employ a large proportion of the total workers of the country, a 
large industry employing many workers does not necessarily have very 
large establishments. For example, the printing and publishing industry 
and bakeries are both very important in the total economy but employed 
in 1937 an average of less than 15 workers per establishment. 

Industrial consolidations 

When combined in one firm are many different establishments all carry- 
ing on the same processes, this is commonly called ^‘horizontal integration.^' 
An outstanding example is the early combination of oil refineries in the 
old Standard Oil Company. Modern chain stores are also examples of 
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“horizontal integration” insofar as they combine a large number of retail 
units in one “integrated” business. But many business combinations 
involve integration of establishments at various stages in production, 
processes. The United States Steel Company provides a striking ex- 
ample, with its coal and iron mines, special freight cars, blast furnaces, 
and final fabrication of many kinds of steel products. Integration imder 
one firm of establishments in these many stages is called “vertical integra- 
tion.” In many cases there is both horizontal and vertical integration, 
though one or the other aspect of integration may predominate in a 
particular big concern. Industries characterized by large establishments 
are frequently characterized also by large firms in which are such “inte- 
grations” of a number of establishments. These may be the results of 
“mergers” of previously separate firms, in which the original concerns lose 
their identity, and a new concern is created. They may be the result of 
acquisitions of some concerns by others. Or they may result simply from 
expansion of a given concern with the creation of new establishments. 

A gradual slow development of ^ant enterprises has taken place over 
the last half century, but during this time there have been two dramatic 
spurts of business consolidations, from 1897 to 1903 and from 1925 to 
1929. The gradual development seems to be the result of real oppor- 
tunities for economy plus efforts to gain control of a market. The spurts 
came in dramatic boom periods, in large part through the actions of 
financial promoters. The problems associated with these developments 
will become evident as we proceed with our study, but it is worth noting 
here that to a considerable extent consolidations have arisen not only 
because of economic pressure for profits from production and sale of the 
product, but also because of manipulations of the securities markets by 
financiers. 

The industries which have experienced the greatest consolidation move- 
ments are varied, including some kinds of mining, steel manufacture, 
petroleum refining, tobacco manufacture, sugar refining, and a number of 
others. 

Trends in the size of enterprises in retailing 

Retailing is one of the areas of production in which enterprises are still 
commonly very small. This is obviously true of the size of establish- 
ments, though some chain stores are very large concerns when all 
establishments in the firm are considered together. Table 5 — 5 gives a 
classification of retail establishments according to the value of sales in 
the years 1929, 1933, 1935, and 1939. Surprisingly enough there is 
actually an increase in the percentage of stores with annual value of sales 
under $5,000. The variations between stores are remarkable. As would 
be expected, the relatively few very large retail establishments do a very 
large share of total retailing business. This is shown in the second part 
of the table. In 1935 less than 3 per cent of the retail stores had sales of 
$100,000 or over, but they did 38.3 per cent of the total retail business. 
The average value of sales per store was $20,000 in 1935, $32,000 in 1929. 
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TABLE 


Proportion op Stores Having Specoted Annual Sales and tub Proportion op 
Total Sales in Each Group, United States, 1929, 1933, 1935, and 1939 


Percentage of 


,rxuuua.i Esuies 

of store 

Stores 

1 Sales 

1939 

1935 

1933 

1929 

1939 I 

1935 

1933 i 

1929 

Under S5,000 


41.5 


27.2 


4.4 


2.0 

$ 5,000-< 10,000 

54.2t 

18.5 

64.4t 

16.5 

9.1t 

6.5 

13.9t 

3.7 

$ 10,000-S 29,000 

29.5 

25.6 

24.2 i 

31.5 

21.3 

21.8 

24.9 

11.6 

$ 99,000 

12.8 

11.7 

9A 

19.8 

27.3 

29.0 

28.3 

31.5 

$100,000-^,000 

2S 

2.2 

1.6 

4.0 

18.9 

17.6 

15.0 

20.1 

$300,000 and over 

t All under SIO.OOO. 

.7 

0.5 

0.3 

1.0 

23.4 

20.7 

17.9 

25.1 


tail Tra4e By Bales Size , p. 2. 


Large enterprise in retailing is primarily the large firm composed of 
many establishments and commonly known as the “chain store.” The 
relative importance of chain stores in the American retail markets is 
shown in Table 5 — 6. There are wide variations between different groups 
of commodities, and in some areas chains are growing in relative impor- 
tance while in other areas they seem to be declining somewhat. The 
declines are probably due to a considerable extent to the special taxes 
which have been imposed on chain stores. Chain stores are most impor- 
tant in the northern and western part of the Country, their growth in the 
South being a more recent development. 


TABLE 5-6* 

Relative Importance of Chain Stores by Specified Type, 1929, 1933, 1935, and 1939 
Type of stove Percentage of total net sales made by chains 



1929 

1933 

1935 

1939 

Variety 

90.1 

91.2 

90.8 

86.8 

Grocery without meat 

45.7 

45.0 

38.2 

32.4 

Shoe 

38.0 

46.2 

50.0 

49.7 

Filling stations 

.. 33.8 

35.5 

21.5 

10.2 

Grocery with meat 

32.2 

43.7 

39.1 

38.4 

Family clothing 

273 

20.3 

20.9 

17.8 

Cigars 

25.1 

33.9 

35.8 

27.1 

Women^s apparel 

22.7 

23.3 

252 

26.1 

Men^s clothing and furnishings .... 

212 

22.0 

212 

222 

Hadio 

19.1 

15.6 

23.1 

19.1 

Drug (with fountain) 

• i 

{ 

28.8 

27.1 

(without fountain) 

. |18.5t 

l25.lt 

15.4 

20.6 

Department 

16.7 

23.9 

26.7 

30.0 

Furniture 

14.2 

142 

13.5 

14.6 

Kestaurant and eating place 

13.6 

14.9 

14.8 

13.9 

JeWelry 

6.4 

5.9 

9.4 

10.5 


t AH drug stores. 

vkTe ^ SiiEAu^ZTvol Operation,” p. 4 
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Trends in the size of agricultural enterprise 

In the stronghold of small enterprise, agriculture, there are some factors 
that are leading toward larger units. Most important are probably the 
technological developments of the last three decades. These are felt 
most notably in the large cash-grain areas of the great plains where 
agriculture has been revolutionized by the use of the tractor. Yet in spite 
of these trends, agriculture remains and probably will remain an industry 
of many relatively small independent firms — individual proprietorships. 
There are many reasons for this, not the least of which is the management 
problem involved in controlling many individual geographically scattered 
farmers under one central organization. Continuing technical limitations 
on the size of plant and hence on that of the establishment result in 
limitations on the size of the firm. These and other factors explaining 
size of enterprise will become more evident as we proceed. 

Factors Influencing Size of Enterprise 

"Why are manufacturing establishments typically larger than those in 
agriculture? And why are establishments in some sectors of industry 
typically much larger than in other sectors? Why have big chain organ- 
izations in retailing developed so far behind the huge industrial mergers 
in “heavy industry”? Why do some firms remain small and stick to a 
limited “line” of goods while others expand and ramify into an elaborate 
diversity of products? The primary answers to these questions may 
be classified under four headings: (1) technology, (2) management, 
(3) market opportunities, and (4) financing opportunities. 

Technology and the size of business enterprise 

Technological considerations affect the size of business enterprise pri- 
marily through their influence in determining the most efficient size of 
establishment within a firm. 

It seems a very obvious faet that technology influences the most 
efficient size of establishment. In some industries large units are typi- 
cally more efficient; in others, small units may be economical; but in any 
industry an establishment can be “too small.” There are four principal 
technological factors which tend to make larger establishments up to a 
certain point more efficient than small ones, although these advantages do 
not continue indefinitely: (1) division of labor, (2) economy in the use of 
expensive equipment, (3) balance of processes, and (4) the utilization of 
by-products.® 

1. The greater the division of labor the greater must be the minimum 
number of workers necessary for producing a good. Hence closely asso- 
ciated with advantages of occupational specialization are tendencies to 

3 This is a simplification of the classification given by E. A. G. Robinson in The 
Structure of Competitive Industry, University Pres.s, Cambridge, England, Revised 
Edition, 19^, Chapter III. 
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larger establishments. The more complex a product, the greater the 
possibilities of saving in this way. From this fact it follows^ of course, 
that the economies of large establishments arising out of division of labor 
will be greatest in those industries in which the product is complex and 
the processes of manufacture most easily subdivided. 

2. Economy in the use of expensive equipment takes several forms. If 
a complicated machine operated at capacity can turn out large quantities 
of a product more efficiently and at lower cost per unit than could many 
laborers working with less expensive machinery, it will pay to install it. 
But a small establishment could not afford to use such equipment. It 
brings a saving only when it is used intensively — it would be quite un- 
economical if it were to lie idle a considerable part of the time. Such 
machines may simply do more efficiently the same thing that was done in 
one process before ; they may perform a part of a process, simplifying the 
remainder; they may combine many processes in one complex set of 
operations. Of this last type of machine Mr. Robinson writes : * 

The large establishment often differs from the small establishment in having 
fewer rather than more processes of manufacture. The process of the division of 
labor is being reversed ; one large machine can be designed to take over what has 
hitherto been done by a series of manual, or less completely mechanical operations. 
In a small motor factory, panels and wings are often beaten out laboriously by 
hand. In the large factory an enormous press can be kept busily occupied, 
supplanting a room full of panel beaters. Another press can turn out in one piece 
the complete side of the steel motor body, so that a few welders take the place of 
the many processes of earlier methods of body making. In other cases, two or 
three or more consecutive processes are performed by a more complicated ma- 
chine, which thereby eliminates the labor and time required to set up the work on 
each of the successive earlier machines. 

3. What is meant by the “balancing of processes” can be explained by 
a very simple illustration. Suppose one machine “feeds” another in that 
the two machines perform the processes of two consecutive stages in the 
manufacture of a product. In one hour machine A may turn out 100 units 
ready for machine B. In one hour machine B can take care of 150 units. 
If we had one of each of these machines, machine B would be kept idle a 
third of the time. Adding a second machine of the A type would result in 
excess equipment of A relative to B. But if we use three machines of the 
A type and two of the B type we can get a continuous flow of 300 units 
through the two machines. It thus pays to increase the size of the plant 
to accommodate three A and two B machines. In the complicated dove- 
tailing of the many machines involved in some manufacturing this ad- 
vantage of balancing processes may lead to the development of a very 
large plant. A large plant means a large establishment. 

4. Closely related to the balancing of processes just described are the 
economies possible in the utilization of by-products. In a small meat- 
packing firm, for example, cattle’s hoofs might be so small in quantity as 
to be regarded as waste. If the size of the firm or establishment were 


* Op. at., p. 2ft 
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increased, however, these previously wasted materials might be salvaged 
There are many situations in which firms and particular establishments 
within firms have been expanded in order to make economical use of such 
by-products. 

All of the technological factors mentioned encourage larger sizes of 
establishment than might otherwise appear. But economies of increasing 
size do not continue indefinitely. After the division of labor has reached 
its most efficient point iurther increases in the numbers of workers em- 
ployed simply mean duplication of workers. The same thing is true in 
the use of expensive machines, the balancing of manufacturing processes, 
and the utilization of by-products. Once the size of establishment (or 
firm) is great enough to provide these economies no further technological 
advantages follow from another set of productive agents. 

Management and the size of enterprise 

Management problems are of primary importance in their effects on the 
size of an entire firm, as contrasted with technological factors, which 
primarily affect the efficiency of different sizes of establishments. 

The problem of maximizing management efficiency differs in an impor- 
tant respect from that of maximizing technological efficiency. While 
there may be advantages in greater size through some ranges, eventually 
a point is reached beyond which not only the management economies of 
greater size cease, as did technological economies, but even diseconomies 
set in. The difficulties of management at this point have become so great 
that returns to effort diminish and costs rise ; the larger enterprise may be 
in this respect at a disadvantage. Our immediate task is to examine those 
characteristics of management which will lead to economies, and those 
which will lead to diseconomies, as the size of enterprise is enlarged. 

1. First, what are the principal factors which bring increasing econ- 
omies of management with increasing scale? These fall in two main 
types: (a) the advantages of specialization and division of labor in 
management; (b) the advantages of spreading certain types of service 
of management over a large instead of a small volume of output. 

a. Specialization in management is carried to a very refined stage in 
some large concerns, where purchasing, selling, technical supervision of 
production processes, financing, are each centered in separate departments 
with highly trained personnel. This division of functions has the ad- 
vantages that men with special abilities may be placed where their 
abilities will be most fully utilized, and that concentration on particular 
aspects of a complex business will make these men even more expert in 
their special lines. 

b. A number of activities require a certain minimum investment, but 
may not be much expanded beyond this minimum whatever the size of 
enterprise. An example of this might be sales forecasting. As the firm 
is organized to produce a greater output, sales may still be forecast 
equally efficiently with little increase in expenditure on this service; the 
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effect will be to decrease the cost, per unit of output, of providing the 
sales forecasting service. Also a number of activities increase in effec- 
tiveness more than proportionally to the increase in expenditure on them. 
Most obvious among these is research, which may be very lucrative to a 
large firm which can develop an extensive research staff, but which may 
not be worth undertaking at all if the cost is to be spread over a small 
number of units of output. 

2. As with technological economies, there is a limit to the economies of 
management that increasing size may bring. Division of function can 
be carried only so far as the nature of the business will permit. Beyond 
that point there will merely be duplication of men performing each 
service. Moreover, some services of management cannot be efficiently 
duplicated. It would be very difficult to operate efficiently a concern in 
which there were two or more parallel heads of purchasing, parallel heads 
of production, of sales, and so on. Large committees entrusted with the 
formulation of major policies are likely to be much more cumbersome in 
operation than are small ones. The larger the firm and the greater the 
specialization of all activities in the firm, the more essential and the more 
difficult the coordination of physical processes becomes, the more difficult 
the reconciliation of conflicting views with regard to major questions of 
policy. No matter how expertly the large organization is managed, and 
the various aspects of its activities coordinated, a point will come at which 
this process becomes too complex — ^there is too much red tape, there are 
too many individuals between the manager in the executive office and the 
worker in the factory or on the road, the structure becomes top heavy and 
inflexible. Increasing size eventually brings diseconomies of management 
in large enterprise — costs per unit of output rise. 

These diseconomies in the management of large enterprises might be 
stated in a different way, as the positive advantages of managing a small 
business. In the small firm major decisions can be made more easily and 
more quickly; there will be fewer specialists to consult, fewer difficulties 
in arriving at a mutual understanding of the various considerations perti- 
nent to a problem. This fact gives a special advantage to small firms in 
fields in which changes must be made frequently, as in the production of 
style goods. Channels of communication are more direct between worker 
and management, and supervision is therefore easier. Blind spots, in 
which wastes are occurring, are less likely to persist. For example, 
difficulties of supervising widely scattered workers make even so-called 
large-scale farms small relative to large-scale manufacturing. And along 
with these organizational advantages there may be some human factors 
such as greater interest, energy, and enthusiasm on the part of men 
managing their own businesses, or having a decisive and responsible role 
to play in a small enterprise. 

How these factors leading to both economies and diseconomies of 
management in large enterprises balance depends on the conditions in the 
particular industry. Within a given industry there may also be differ- 
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ences between different concerns, depending on the capabilities and lean- 
ings of particular men engaged in managing such enterprises. Individual 
differences between businessmen will have the effect of exaggerating the 
economies of management of large enterprise in some instances, those of 
small, in others. 


Market opp>ortunities and the size of business enterprise 

The technological and management considerations discussed in the last 
two sections are of primary significance in their influence on the internal 
operation of a business enterprise and on the efficiency with which the 
firm anticipates and adjusts to market conditions. In his search for 
profits, however, an entrepreneur will be equally interested in obtaining 
the most advantageous positions possible in the markets in which he 
operates. These include (1) advantages in the sale of his product, and 
(2) advantages in the buying or hiring of labor, raw materials, trans- 
portation, and other productive services. In each of these respects he 
would like to be in as strong a bargaining position as possible, and he 
would like to have an organization adaptable to changing conditions. 
Each of these points deserves more detailed attention. 

1. Small specialty shops or local retail grocers may have certain ad- 
vantages in selling because of the personal contacts they establish with 
customers. On the other hand, large firms may spread advertising costs 
over large outputs so that these costs amount to very little per unit sold. 
In some kinds of business there is a continuous incentive to expand pro- 
duction of an increasing variety of associated products that may be con- 
veniently sold in the same place. There is also greater security possible 
in producing a wide range of commodities, instead of putting “all the eggs 
in one basket.” Probably most important of all, there is an incentive to 
increase the size of the enterprise in order to gain control in the markets 
in which the products are sold, and through this monopolistic control to 
obtain unusual profits. 

2. The advantages of quantity buying have been discussed perhaps 
most frequently in connection with large retailing chains. It is generally 
true that firms in a position to buy in large quantities are at an advantage. 
It does not cost as much to sell a thousand pounds of soap in one lot as to 
sell ten pounds each to one hundred different buyers. The lower price 
possible in quantity buying is thus due in part to the fact that such buy- 
ing is more efficient. It is also sometimes due to the fact that the large 
buyer can exert more pressure, sometimes coercive in nature, for especially 
favored treatment. Such advantages in buying may extend over the 
entire range of productive services employed in a firm. They may also 
include advantages in getting lower cost transportation, especially when 
it involves the differences between shipping in earload lots or in much 
smaller quantities. Like technological economies, buying advantages do 
not continue indefinitely with increasing scales of operation. 
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Vertical integration, by combining a number of stages of production in 
«ne enterprise, eliminates many exchanges and thus affects both the 
•btaining of resources and the disposing of products. Buying is pushed 
back to first stages and selling is pushed forward toward finished goods 
markets. Such integration has the advantage that the flow of goods 
through the various stages in production processes is more readily con- 
trolled. Steady supplies of raw materials on the one hand and steady 
outlets for these raw materials on the other make production planning 
irore certain and less subject to erratic and unpredictable changes. Ver- 
tical integration may also facilitate planning in transportation which will 
avoid some of the wastes of cross-hauling. 

Financing and financial manipulation 

Although the obtaining of the funds necessary to initiate a very large 
enterprise may prove difficult, once the large enterprise is established it is 
likely to have an advantage over the small one in obtaining easy access 
to further funds whenever needed. This is true both because the costs of 
making a large loan are less per dollar than for a small loan, and because 
the prestige and influence of a big business are greater than those of a small 
business. This advantage is one factor encouraging “bigness.” More 
important, however, is the fact that some people specialize in financial 
promotion and speculation. These financiers may be in a position to reap 
substantial gains for themselves by backing major business reorganiza- 
tions, mergers, and acQuisitions. Such ventures may even be detrimental 
to the efficient operation of the businesses involved ; yet men in a position 
to exploit investors may obtain huge profits though these undertakings. 

The Number of Firms in on Industry 

One of the most important aspects of size of enterprise is the relation 
between size and the concentration of an industry in a few firms. Where 
the production of a commodity is undertaken in hundreds of different 
firms, the prices of that commodity are arrived at through the free play 
of individual buying and selling transactions in the markets. These 
prices are sometimes called “market prices.” Examples are wheat and 
raw cotton prices. Where there are only a few firms, prices are controlled 
by the administrative decisions of entrepreneurs and are frequently called 
administered prices.” The wholesale prices of automobiles and type- 
writers are examples of prices set in this way. Thus when we know some- 
thing about the number of firms in an industry we have one clue to the 
nature of the pricing policies that will probably be followed in that 
industry. 

It is convenient to classify production in six major groupings for a brief 
examination of the degree of concentration of production in a few firms: 
(1) govwmment-operated enterprise and the regulated public utilities such 
as ral^ds and local power plants, (2) manufacturing, (3) agriculture, 

(4)' mining, (5) construction, and (6) retail distribution and consumer 
Bervi£e& 
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Cove rnment-ope rated enterprise and regulated public utilities 

In a very limited number of industries governments in the tinted Stated 
have undertaken production for sale. Tliese are principally the postal 
services and some public utilities such as water supplies and light and 
power production. Where government (whether federal or local) has 
undertaken production it is frequently the only agency providing the 
service involved; thus control of water supply in a local market is 
entirely concentrated in the hands of the local government, which sets the 
prices or rates charged. In many instances, for example railroads, tele- 
phone and telegraph, and private local utility companies, government 
regulates the rates and other policies of the private concern. Occasion- 
ally the policies of these firms are determined by the cooperative decision 
of private groups and government agencies. In any case these services 
are rather highly concentrated in the hands of one or a few agencies, 
private or public. 

Degrees of concentration in manufacturing 

Much greater variation is found in the extent to which manufacturing 
industries are concentrated in a few firms or spread over many. Data on 
this subject are included in the Structure of the American Economy, a 
publication to which numerous references have already been made. 
Table 5 — 7 gives data concerning the percentage of the value of products 
in each industry which were sold by the four largest and by the eight 
largest firms in 1935. These data include only industries employing 
totals of over 25,000 persons. They have been reproduced in chart form 
in Figure 5 — 1. 

As presented these data very much understate the degree of concentra- 
tion in American manufacturing enterprise for two principal reasons: 

1. The ccn.sus in classifying industries necessarily includes under one 
classification diverse products. For example, “cotton manufacture in- 
cludes such diverse activities as the making of surgical gauzes, tire fabrics, 
belting, sheeting, yarns and print cloths.”^ If the classifications of 
industries were more refined, the number of firms in each of these narrower 
classifications would of course be much less. Only when the classification 
of an industry covers a relatively homogeneous product is the information 
given by the census data an approximately accurate index to degree of 
concentration. Otherwise concentration is very much underestimated. 

2. These data are for national totals, but many industries produce 
essentially for local markets. For example, building materials such as 
cement, concrete, granite are produced by many different firms scattered 
all over the country; but in any one local market production is usually 
concentrated in one or a few enterprises, which provide almost the entire 
local supply. 


^Structure of the American Economy, p. 115. 
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What conclusions may we draw from these data? First the great 
variation in degrees of concentration in dilferent industries is evident. 
It is also evident that, measuring size of industry by number of persons 
employed, we find all degrees of concentration in industries of all sizes. 
But after recognizing this extreme degree of variation, we find some 
genera! conclusions of considerable interest. In approximately a third of 
the census industries producing manufactured goods, four firms are re- 

TABLE 5-7 

Concentration in Manufacturing Enterprise, 1935* 


Industry 

Value of product: percent 
of industry 

Four largest 
producers 

Eight largest 
producers 

A 4 IrtdiLStries employing more than 100,000 persons 



Motor vehicles, not including motorcycles 

87.0 

94.2 

Motor vehicle bodies and parts 

69.4 

76.8 

Steel-works and rolling-mill products 

49.3 

63.8 

Electrical machinery, apparatus, and supplies . . 

44.4 

52.3 

Meat-packing, wholesale 

55.6 

63.5 

Railroad repair shops, steam 

36.0 

53.7 

Wool and hair manufactures 

23.1 

32.9 

Boots and shoes, other than rubber 

Canned and dried fruits and vegetables; preserves, 

24.7 

30.8 

jellies, fruit butters, pickles, and sauces 

22.7 

30.4 

Bread and other bakery products 

18.0 

25.6 

Printing and publishing, newspaper and period- 
ical 

20.3 

25.5 

Paper 

13.8 

21.6 

Men’s cotton garments 

10.6 

16.8 

Cotton manufactures 

8.0 

14.0 

Machinery, not elsewhere classified 

6.9 

11.0 

Men’s, youths’, and boys’ clothing, not elsewhere 
classified 

4.5 

7.4 

Furniture, including store and office fixtures 

5.3 

8.8 

Knit goods 

4.9 

8.5 

Printing and publishing, book, music, and job 
Lumber and timber products, not elsewhere classi- 

4.4 

6.5 

fied 

4.5 

7.6 

Women’s, misses’, and children’s apparel, not else- 
where classified 

B. Industries employing 25,000 to 100,000 persona 

1.3 

2.2 

Cigarets 

89.7 

99.4 

Rubber tires and inner tubes 

80.9 

90.4 

Ra 3 "on and allied products 

74.3 

90.2 

Tin cans and other tinware, not elsewhere classified 

80.1 

85.6 

Agricultural implements 

72.4 

87.7 

Carpets and rugs 

Ship and boat building, steel and wooden, includ- 

51.1 

68.2 

ing repair work 

Refrigerators and refrigerating and ice-making ap- 

44.8 

64.7 

paratus 

46.1 

58.0 




TABLE 5 — 7 (Continued) 


Industry' 

Value of product: percent 
of industry 

Four largest 
producers 

1 Eight largest 
producers 

Steam and hot-water heating apparatus and steam 
fittings 

38.7 

495 

Petroleum refining 

38^ 

58.9 

Radio apparatus and phonographs 

27.0 

38.6 

Nonferrous-metal alloys, products, except alumi- 
num, not elsewhere classified 

36.2 

52.4 

Glasa 

44.9 

61.0 

Chemicals, not elsewhere classified 

35.9 

f 48.5 

Hardware, not elsewhere classified 

36.3 

45.5 

Cigars 

38.5 

50.7 

Paints, pigments, and varnishes 

32.2 

41.8 

Gas, manufactured, illuminating, and heating .... 

31.2 

56.1 

Wire work, not elsewhere classified 

21.7 

35.3 

Engines, turbines, water wheels, and windmills . . . 

1 28.9 

47.2 

Structural and ornamental metal work, made in 
plants not operated in connection with rolling 
mills 

24.3 

31.5 

Pulp (wood and other fiber) 

22.7 

34.5 

Foundries 

24.1 

32.9 

Machine-tool accessories and machinists' precision 
tools 

20.9 

30.7 

Flour and other grain-mill products 

29.1 

37.0 

Leather, tanned, curried, and finished 

21.8 

34.3 

Rubber goods other than tires, inner tubes, and 
boots and shoes 

18.5 

28.5 

Rayon manufactures 

18.6 

26.4 

Pottery including porcelain ware 

18.7 

29.1 

Drugs and medicines 

23.4 

335 

Dyeing and finishing cotton, rayon, and silk 

13.5 

225 

Paper goods, not elsewhere classified 

ld2 

23.7 

Clay products (other than potter\0 and nonclay 
refractories 

19.2 

26.6 

Machine tools 

135 

23.5 

Stoves and ranges (other than electric) and warm- 
air furnaces 

13.1 

23.0 

Ice, manufactured 

19.5 

28.0 

Boxes, wooden, except cigar boxes 

13.2 

21.8 

Confectionery 

12.3 

19.9 

Silk manufactures 

5.5 

14.7 

Stamped and pressed metal products; enameling 
japanning, and lacquering 

12.0 

18.6 

Machine shops 

72 

14.6 

Liquors, malt 

ns 

17.7 

Boxes, paper, not elsewhere classified 

14.1 

20.7 

Planing-mill products (including general millwork) 
made in planing mills not connected with saw- 
mills 

45 

8.1 





♦ Data are from Structure of the American Economy, Appendix 7, Table I, pp. 240-242. 
[ndustries are listed in an order based on percentage of total persons employed in the in- 
iuatry who are employed by the four target employers. ^ 
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sponsible for at least half of the value of the product of the industry; and 
in sixty per cent of these industries four firms are responsible for at least 
a third of the total product. If the classification of industries were more 


A. INDUSTRIES 
EMPLOYING MORE 
THAN 100,000 
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PERSONS 
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Fig. 5 — 1. Concentration, measured by value of products/ in manufacturing 

industries, 1 935. 


refined the degree of concentration in manufacturing enterprise in the 
United States would appear much greater than this. 

Lock of concentration in agriculture 

In contrast to the concentration apparent in government and utility 
services and in some manufacturing enterprises, agriculture is character- 
ized by wide dispersion of control over production. This is especially 
true of staple crops sold in national markets, products such as corn, wheat, 





SIZE AND CONCENTRATION 


95 


cotton, hogs, beef cattle. That the largest four producers of cotton, 
wheat, and hogs produce an insignificant proportion of the total output of 
their respective industries is shown in Table 5 — 8. In none of these cases 

TABLE 6-8* 


C0NCENTR.\T10N IN THB PRODUCTION OP ThHBB AGRICULTURAL PRODUCTS 


Product 

Proportion of total produced by] 

Total number 
of farms 
producing 

Four largest 
producers 

Eight largest 
producers 

Cotton (acres) 

0.14% 

023% 

4y850,000 

Wheat (bushels) 

.13 

21 

1,364,000 

Hogs (number) 

.09 

.12 

3,971,000 


* Source : Structure of the American Eeonomp, Table IX, p. 116. 


do the four largest firms produce more than a fraction of one per cent of 
the total output of the industry. The contrast between the spread in agri- 
culture and the concentration in industry is dramatically evidenced in 
this statement; “There were less than 170,000 separate manufacturing 
enterprises reporting to the census of manufactures in 1935 and making 
the whole range of manufactured products. Yet there were nearly five 
million separate producers of cotton.” ® Cases of a high degree of con- 
centration of control in agricultural production are very exceptional. 

Degrees of concentration in mining, construction, and 
retailing and consumer services 

Information concerning degrees of concentration in mining enterprises 
in the United States is very inadequate. Some raining is known to be 
very concentrated; iron ore, anthracite coal, bauxite. Soft coal on the 
other hand is mined on a small scale in many spots over the entire country. 
No general conclusions concerning the variations in degrees of concentra- 
tion of mining industries are possible. 

There are thousands of small contractors scattered over the United 
States, and in each urban locality there is usually one or several large 
contractors. On the whole, contracting is not concentrated, but there is 
nevertheless a tightly knit structure of controls in the construction in- 
dustries in many urban markets. In part this reflects concentration in 
production of some important building materials. In part it is due to the 
controls exercised by labor groups in the buildings trades. The structure 
of this group of industries is so complex and in some ways so unique than 
it is difficult to draw any general conclusions concerning it. 

Retailing and consumer services are offered in local markets. When 
the market areas are small and isolated it is very likely that these services 
will be concentrated in a few enterprises. In the larger urban centers on 
the other hand a fairly large number of concerns may be engaged in each 


^Structure oj the American Economy^ p. 116. 
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activity. The development of mail-order businesses has diminished the 
local monopolies in retailing that previously characterized many small 
communities. 

Relations Between Leadership of the Firm and 
Diversification of Products 

Most firms, whether they are engaged in manufacturing, or agriculture, 
or retail or wholesale marketing, turn out more than one product. Very 
large enterprises may diversify into literally hundreds of different items ; 
du Pont, Woolworth, and General Motors are obvious examples. Fre- 
quently firms which occupy a major position in one industry are also 
dominant in others. Some measure of the relation between concentration ■ 
of control and diversification of production in leading firms is provided 
by the data presented in Tables 5—9 and 6 — 10. These data apply to the 
fifty manufacturing companies having the largest values of products in 
the year 1937. Together these fifty companies provided 27.7 per cent of 
the total value of manufactured products in that year.^ In addition some 
of these companies were active in lines other than manufacturing; they 
engaged also in agriculture, mining, transportation, public utilities, serv- 
ice, finance, and so on. The data in these tables cover their manufactur- 
ing activities only. 

In Table 5 — 9 are data concerning the numbers of products manufac- 
tured by these fifty largest manufacturing corporations and the proportion 
of each of these products that was provided by these fifty companies in 
1937. Following the classification by industry groups, we find that these 
companies were much more heavily concentrated in some groups than in 
others. Their most important relative positions were in transportation 
equipment, petroleum and coal products, nonferrous metals and their 
products, rubber products, and iron and steel products not including 
machinery. Taking all industries together, these fifty companies pro- 
duced 37.8 per cent of the total value of those products which they 
manufactured at all. Other data show that in ten of the fifteen industry 
groups these fifty companies provided at least 20 per cent of total product 
value. A selection of industry groups according to where the dominant 
activities of a concern lay gave the following results: 10 of the companies 
were predominantly active in the iron and steel group, 7 in the food group, 
7 in the petroleum and coal group, 5 in the transportation group, and 4 
each in the chemicals group, the nonferrous metal group, and the ma- 
chinery group. 

Considerable diversification of production in each concern is evident 
from the data of Table 5 — 9. A more specific picture of the numbers of 
products turned out by each of the fifty big concerns is given in Table 
6 — 10. It must be remembered that a “product” as defined in these 
reports is still a very heterogeneous thing made up of large numbers of 
subvarieties. The data therefore understate the degree of diversification 

ttNEC Monograph No. 27, p. 583. 



Importance of the Largest oO Manufacturing Companies by Industry Groups, 1937 (on a Product Basis) 

(NOTE: Values represent total production of the products classified in each industry group although some of the products may have 

been manufactured in establishments classified in other industry groups.) 
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actually existing in the largest manufacturing firms. The data of Table 
5 — 10 are presented in more specific form in Figure 5—2. 

TABLE 5—10* 

DiSTBiBtmoN or the Largest 60 Comtanibs bt Number op Protucts 
Manufactured Per Company, 1937 


Products per 

Companies 

Products per 

Companies 

company 

^ Number 

Per cent 

company 

Number 

Per cent 

1 to 5. . . . 

0 

0.0 

76 to 80 

5 

10.0 

6 to 10 

4 

1 8X) 

81 to 86 

0 

OO 

11 to 15 

1 

2.0 

86 to 90 

0 

0.0 

16 to 20 

0 

0.0 

91 to 95 

0 

0.0 

21 to 26 

3 

6.0 

96 to 100 

2 

4.0 

20 to 30 

4 

8.0 

101 to 125 

4 

80 

31 to 36 

6 

12.0 

126 to 160 

2 

4.0 

36 to 40 

0 

0.0 

151 to 175 

1 

2.0 

41 to 45 

2 

4.0 

176 to 200 

2 

4.0 

46 to SO 

1 

2.0 

201 to 225 

1 

2.0 

51 to 55 

1 

2.0 

226 to 250 

1 

2.0 

56 to 60 

3 

6.0 

251 to 275 

0 

0.0 

61 to 65 

0 

0.0 

276 to 300 

1 

2.0 

66 to 70 

2 

4.0 

301 to 326 

1 

20 

71 to 75 

3 

6.0 


50 

100% 


* TNiX: Moii»grai>)t 27, Table 8, p. 8»7. 


The Causes of Product Diversification 

There are many reasons why firms turn out more than one product; 
many of these reasons are of course closely associated with factors en- 
couraging large enterprise. The discussion of this section will therefore 
overlap at a number of points that on factors influencing size of enterprise. 

Response to diversified customer demands 

Sellers frequently seek to carry a “full line” of products that their cus- 
tomers are likely to want. By suiting the convenience of customers in 
this way, the seller puts himself in a favorable position to make sales and 
to attract and retain buyers for any one and all of his products. This is 
true of producers at all stages in the economic system. 

1. A manufacturer may diversify in order to provide different items of 
equipment that tend to be used or purchased together. He may himself 
initiate additional products as a device to attract customers from com- 
petitors, This was the policy of a manufacturer of boxes for the jewelry 
trade who added jewelers’ tags, white display cards, twine, cotton, and 
other findings.® On the other hand, in some cases a single big customer 

®TNEC Monograph No. 27, p. 662. 




* TNEC Monograph No. 27, p. 606. 
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may request special items, and these may be provided in order to retain 
and encourage his patronage; such special orders may then be made part 
of a regular line of goods. Large chain stores frequently make such 
requests, as exemplified by the chain that asked a chemical manufacturer 
to make dog soap and linoleum paste. The manufacturer responded in 
order to avoid loss of the chain’s patronage in other lines, and the new 
products were made a part of the regular offerings of the company. Some 
customer suggestions may be relayed back more indirectly through sales 
force or through middleman distributors of products. For example, a 
radio manufacturer added a furniture polish to his line after a number 
of radio buyers had suggested it, and a manufacturer of auto lubri- 
cants and chemicals added tire patch kits in response to requests from 
customers.® 

2. A manufacturer sometimes diversifies product because a product 
which is a main feature of his business will perform more efficiently if 
auxiliary products used with it are of a certain typ?. For example, a 
manufacturer of paper bags went into the production of bag-filling 
machinery which could be used only with the bag produced by the 
company. Some important shoe machinery was first introduced by the 
development of a whole line of auxiliary products including sandpaper, 
eyelets, nails, tacks, lasts, brushes, dies, and other accessories of a 
quality that could be used efficiently with the machine. It is not always 
easy to tell whether diversification justified on these grounds by the 
manufacturer is in fact a basis of greater monopolistic control over a 
whole group of products or a straight case of improved performance. 

3. Diversification in wholesaling and retailing are so taken for granted 
that we hardly think of the obvious reasons why diversification appears. 
Again the retailer responds to the ultimate consumer. Some kinds of 
goods are frequently bought together (shoes and hose, vegetables and 
meat) , and choice among a variety of goods serving essentially the same 
purpose is a part of what consumers seek in their shopping. Response 
to consumer convenience and preferences thus leads retailers to diversify 
their stocks. This is carried back ,to the wholesaler who, in response to 
retailer demands, in turn diversifies his offerings. Indeed it is the 
primary function of these tradesmen to assemble and offer together in 
a convenient way the various things their customers wish to buy. 

4. A somewhat different case is response to special requests by govern- 
ment. This is of particular importance in a wartime economy. 

Efficient utilization of resources 

Even more important in the diversification of production is the oppor- 
tunity provided for more efficient utilization of resources. This oppor- 
tunity presents itself in many different kinds of situations: (1) efficient 
use of research facilities, (2) fuller utilization of imperfectly divisible 
productive agents, (3) efficient use of raw materials in the production of 


® Ibid., p. 6156. 
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by-products, (4) efficient use of productive agents in otherwise slack or 
idle periods. 

1. Expenditures on technical research have become increasingly im- 
portant in manufacturing enterprise in the United States. The advan- 
tages are many. The firm first in a field with a new, product has a 
great advantage over others, and may be able to establish a monopoly 
position through patent controls. The constant changes of a dynamic 
economy present continuous challenges to each enterprise to be prepared 
to adapt to change, and research is an important means- for realizing 
such adjustments, especially to find new ways of using old techniques and 
equipment when and if existing products become unprofitable. While 
diversification may not be the primary purpose in the building up of 
such research programs, it is a very likely result. General Motors and 
Du Pont are extreme examples. Research in these companies has devel- 
oped both new products based on the use of old techniques and funda- 
mentally new products and techniques. Experimentation with the new 
products is then followed by production of them, and the resources em- 
ployed in research are spread over a much larger total of production at 
a much smaller cost per unit than if these companies were to confine 
themselves to one or a few products only. 

2. The fact that productive agents are imperfectly divisible also pro- 
vides an incentive to product diversification in some cases. It is this 
indivisibility that explains some of the economies of large enterprises 
both in technology and in management. Since an entrepreneur cannot 
readily split his managers, machines, technicians, traveling salesmen into 
fractions, he is likely to find some wastes arising in failure to use these 
agents fully. This may be overcome in part in single-product firms by 
greatly expanding the size of enterprise so that expensive equipment and 
personnel may be more fully utilized and so that processes may be 
more smoothly dovetailed. In many cases, however, it is more con- 
venient and more economical to diversify products in order to make 
more effective use of these imperfectly divisible resources. For example, 
a firm manufacturing sound transmission equipment added the production 
of electric razors and coin-weighing machines because these products all 
involved precision work and could be made under the same managerial 
and technical staffs.^® Variations in the outputs of the different products 
facilitated full utilization of equipment and personnel. Diversification 
to make more efficient use of sales clerks in retailing and of the time of 
salesmen at any level in the economy is typical. 

3. That economies may be realized by making use of by-products is 
one of the facts with which Americans have become quite familiar. This 
has already been noted as both encouraging and tending to require large- 
scale enterprise. The re-working of steel filings, the processing of cotton- 
seed oil, the manufacture of fiberboard from the waste screenings in paper 
mills — ^these are among the hundreds of examples in American manufac- 


p. 653. 
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ture today. Some products initially by-products have gradually taken 
over major positions in a company. The product diversification involved 
in a thorough exploitation of these opportunities may, in complex manu- 
facturing processes, divide into literally hundreds of lines. 

4., Conditions that may lead personnel and equipment to be idle may 
give rise to the development of new lines of products that can be pro- 
duced with these resources. This is sometimes a matter of seasonal 
slacks, sometimes of decreased demand for or changed techniques in 
production of the initial major products of a concern. Prefabricators of 
housing have recently sought to develop a line of products that would 
enable them to use labor forces and equipment continuously throughout 
the year. Changing methods of refining oil decreased the need for filter- 
ing plants and led a concern originally engaged in filtering operations to 
diversify by adding the manufacture of industrial lubricants. 

Product diversification resulting from adjustments to changes in de- 
mand is strikingly illustrated by experience in the textile industry; 

A manufacturer of cotton, wool, and rayon textiles believed changes in demand 
to be a very important cai^e of the diversification of their product structure* 
Th® company does Iwth spinnir^ and weaving and finds it difficult to keep all 
of both types of equipment busy. A shift in demand that changes the fineness 
of cloth may be sufficient to upset the balance and make some of the capacity 
idle. Many commoditi^ have been taken on to utilize the excess spinning or 
weaving capacity resulting from such changes in demand. A decrease in the 
demand for an alpaca, for example, caused one company to shift to the pr^uc« 
tion of automobile fabrics. And again, a company began the production of 
rayon goods when these products began to encroach upon the demand for cotton 
goods. Some of the added products were substitutes for things previously made 
of cotton, but some were quite different in nature or use. Changes in styles 
are often so great that they are respoiBible for the addition of new products. 
Practically all the new items of women's wear made by one company were taken 
on because of changes in styles.^'^ 

The quest for security 

In some concerns product diversification has been undertaken as a 
kind of insurance against the risks of economic change, in both produc- 
tion costs and demand. One of the largest chemical concerns in the 
United States has thus secured for itself a stable position despite erratic 
demand shifts for some of its products. Such diversification is not neces- 
sarily in response to change, but may occur rather in anticipation of the 
probability of unpredictable change. Diversification for security is of 
course also a reason for the development of larger enterprises. 

Diversification os a corollary of integration 

When a concern expands through the acquisition of other concerns, 
whether in order to develop vertically integrated production or to gain 
the market advantages of horizontal integration, the newly acquired 
enterprises frequently produce some products not previously part of the 
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line of the expanding firm. This line may now be continued and sold 
to (rther firms. When a firm integrates its operations directly by the 
addition of another product to be used by the company itself, it may also 
sell some of this product outside; such action has the effect of further 
diversification as well as integration. Examples are many. A manu- 
facturer who needed castings as part of his final product bought out 
a concern which produced not only castings but other products as well. 
An enterprise that needed rubber chemicals bought a company producing 
not only rubber chemicals but non-rubber chemicals also. A company 
whose principal business was mining, smelting, and selling copper, ac- 
quired another company which engaged in jobbing brass and copper 
products ; this step in vertical integration incidentally added screen cloth 
to the product line since that was produced by the jobbing house. A 
manufacturer of canned goods started producing cans for his own use 
and sold some of them to other firms. A producer of heating and plumb- 
ing equipment acquired a pig iron manufacturing concern, at first 
utilizing all this product in the production of the heating and plumbing 
equipment, but with changed demand and technology it now makes very 
little use of the pig iron and therefore sells it to others.^- 

Attaining of dominant and controlling market positions 

Product diversification may be a tool in building up a tight network of 
control which will increase the power of the individual concern in dealing 
with those from whom it buys and to whom it sells, and in eliminating 
and excluding rivals. The history of meat packing firms provides 
striking illustrations. In order to establish and maintain controls over 
the markets in buying livestock and selling processed meats, leading 
packers spread out into a wide range of grocery products. It is not 
always easy to distinguish between the serving of customers by diver- 
sifying products merely as a response to customer needs, and the use 
of this technique as a means of gaining control over the market. 

Summary and Conclusions 

When we add up the varied evidence presented in the preceding pages 
we get a many-sided picture of business enterprise and concentration 
in the American economy. Large establishments and firms, and the con- 
centration of activities in relatively few firms in the industry, are most 
characteristic of government enterprises and public utilities such as rail- 
roads and power plants. Manufacturing displays an extremely diverse 
picture: some industries are characterized by very large enterprises and 
an extreme concentration of control; others are spread over many firms; 
and still others fall between these two extremes. Retailing is typically 
carried on in relatively small establishments located where they will be 
convenient to consumers; firms engaged in retailing are sometimes quite 
large, however, because of the combinations of large numbers of retailing 
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outlets in extensive chain organizations. Most generally small in size 
of enterprise and decentralized and spread in control over production 
is the general group of agricultural industries. 

In examining the reasons why establishments and firms are large or 
small we focused on four groups of considerations, each of which included 
several important points: (1) Technological economies arising in (a) 
division of labor, (b) the use of expensive equipment, (c) balancing of 
processes, and (d) the utilization of by-products are primarily reasons 
for at least a fair size of establishment whatever the number of establish- 
ments in a firm. These economies continue for larger sizes of estab- 
lishments in some industries than in others; after a certain point they 
cease to increase. (2) There are both economies and diseconomies of 
management as the size of a firm expands. Economies include the ad- 
vantages which may be gained by specialization of management func- 
tions and by the spreading of the costs of some of these management 
activities over a large number of units of output. Diseconomies arise 
when red tape becomes overwhelming, when there is a loss of contact 
between shop and executive office, and when conflicts between those 
engaged in different management functions become diflicult to resolve. 
The economies and diseconomies of management as the size of a firm 
expands will depend on the conditions in the particular industry and on 
the different talents of individuals managing productive enterprises. 

(3) Especially important in the development of large manufacturing 
corporations is the opportunity to gain more advantageous buying or 
selling positions in the markets. Such advantages for the particular 
firm may mean real increases in efficiency, but frequently they mean the 
gaining of powerful positions enabling the firm to exercise restrictive con- 
trols and exert coercive pressures in the markets in which it operates. 

(4) Finally, the big waves of expansion in the size of firms through con- 
solidations have come during speculative periods in which financial 
promoters see opportunities for making profits through promoting such 
re-organizations. Although large enterprise may mean real savings in 
financing costs, much of the financial incentive to expansion comes from 
these groups of financial speculators, and is largely unrelated to efficiency 
in the carrying on of productive activities. 

The differences in size and concentration observed in different indus- 
tries have important implications for the ways in which resources will 
be used, the degrees of freedom in moving into and out of particular 
production areas, and the price, output, quality, and sales policies of 
the firms involved. The distribution of power in a society, the distribu- 
tion of income, and the allocation cf resources as between different uses, 
all these and many other important problems are affected by the sizes of 
enterprise and the degrees of concentration of productive activities. 

In most spheres of economic activity there is a tendency toward diver- 
sification of the products of a single firm. This is true in agriculture 
and retailing as well as in manufacturing. By selecting the fifty largest 
manufacturing companies for an examination of such diversification the 
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focus was of course placed on situations in which it is most extreme. 
The causes of product diversification are closely related in many respects 
to the factors influencing size of enterprise. They include response to 
diversified customer demands, greater efficiency in the use of resources 
within an enterprise, the attempt to find greater security for the firm 
through the development of a number of “lines,” the incidental diversi- 
fication of products associated with integration, and the direct use of 
product diversification as a means to attain or fortify a position of 
dominance in the markets in which the firm buys and sells. The im- 
portance of product diversification in firms in all areas of economic life 
is frequently under-rated. In the chapters immediately following it will 
in fact be ignored, and analysis will proceed on the heroic assumption 
that each firm produces one good only. Although this assumption is 
unreal, it permits the viewing of the fundamental operations of the 
economic system without serious error. As soon as this simplified 
analysis has been carried far enough to provide an understanding of 
some basic aspects of economic processes, the fact that there are usually 
several or many products tuined out by a single firm will again be taken 
into account. 



CHAPTER 6 


PKysical Input-Output Relations in a Firm 


The entrepreneur of a cotton textile manufacturing enterprise and those 
to whom authority is delegated in such a firm have many kinds of prob- 
lems which come continually before them. Some of these are technolog- 
ical problems: questions as to how the factory may be organised to get 
the most efficient production. Some are problems concerning dealings in 
the markets in which productive agents are bought or hired: questions 
as to where to buy looms, how to bargain with spinners and weavers and 
cleaning women, whether to buy raw cotton in large quantities in advance 
of needs or to wait and purchase it later. Some are problems concerning 
sales policies: questions concerning variations in quality appeals, in 
pricing of the yard goods, in pressures to be put on potential customers. 

There are many variations in the problems faced by firms in different 
industries and in different situations; but certain elements in these 
problems are common to all enterprises — whether they are engaged in 
cotton manufacture or corn-hog farming or food wholesaling — whether 
they are dominant in their markets or have close rivals — ^whether their 
fortunes are good or bad. These common elements may be first selected 
for analysis. This procedure involves gross oversimplification, but it 
provides a background from which to acquire an understanding of the 
basic factors underlying the organization of productive activity in all 
its concrete ramifications. 

In this chapter attention will be directed briefly to a simplified model 
of technical possibilities of various combinations of productive agents in 
a firm. The productive agents used in a firm are called “inputs”; what 
these agents produce are called “outputs.” Here we shall examine briefly 
some general characteristics of the relations between “inputs” and “out- 
puts.” Subsequent chapters will explore some simplified models of cost 
situations and adjustments of firms in their market dealings. 

Long- and Short-Run Planning 

Producers make plans both as to what to do in the immediate future 
and as to how to proceed in developing a long-range program. Over 
short time periods there are only very limited possibilities for increasing 
or decreasing inputs, for expanding or curtailing outputs. But if time is 
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given for adjustments, remarkable changes can be wrought. A distinc- 
tion between “long-run” and “short-run” planning cannot be made en- 
tirely clear-cut, but these planning periods may be roughly defined as 
follows: 

The “lonp run” u a planning period in which the employment of alt 
productive agents is being determined by the entrepreneur. In the long 
ru n, new firms may enter an industry and old firms may move out fim 
long run is no particular time period; It may, m any particular illus- 
tration, be a week, a year, a generation, or even a century. The long 
run in a particular firm or industry is a period long enough so that 
producers will be able to liquidate even the most durable productive 
agents such as buildings and machinery, and decide whether or not to 
?e-invest in them; th at is. aJl costs in the long run are 
to the decision of the entrenreneiir. The long run for a particular entre- 
preneur is the period for which planning takes into account complete 
reconsideration of all investments. 

The short run, on the contrary, is a planning period in which some of 
the productive agents are fixed; there are for this period just so many 
plants for the production of autmobiles, just so many blast furnaces, just 
so many railroad engines. Entrepreneurs in the industries involved are 
considering variations in the employment of a part of their productive 
agents only. They are deciding how many laborers to hire or how much 
raw material to buy. Again there is no definite time period by which 
we can identify the short run. And the short run may involve different 
proportions of variability in agents depending on the particular problem 
under consideration. If an entrepreneur is considering alterations in 
production for next week only, he will confine his variations of productive 
agents used to a very few things, i^rhaps raw materials and some casual 
or temporary labor; if he is considering an increase or decrease in the 
level of operations for the next month, he may vary more agents. The 
shorter the planning period in any given case, and the smaller the number 
of productive agents the employment of which will be altered, the greater 
the proportion which are “fixed.” Any situation in which some produc- 
tive agents are fixed is thus a short-run planning period, though the length 
of the short run may differ according to the problems under consideration. 

The differences between long-run and short-run planning may bo 
clarified by some illustrations. Let us return to the cotton textile manu- 
facturing enterprise once more. 

Suppose that a manufacturer of cotton yard goods has already been 
established in business; he has made investments in buildings and ma- 
chinery and has been operating his factories for several years. He now 
sits down at his desk to figure out what should be done over the next 
month or two. Perhaps this is a period of the year in which be expects 
to be especially busy: he is just approaching the “peak of the season.” 
He knows that the increased sales of cotton goods that can be antic- 
ipated at any given price over the next two or three months sore seasonal 
only, that they will drop back again shortly. How will he adjust to this 
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situation? Will he build more plant right now in order to take care of 
this immediate but temporary expansion in production? That is most 
unlikely. Instead he seeks to hire more spinners and weavers, and he 
plans to employ his present staff overtime. He plans to keep mechanics 
on the spot so that any hitch in production through breakdowns of 
machinery can be quickly corrected. He plans to use more raw cotton. 
His plans for this two or three months’ increase in level of operations 
involve changes in only a part of the productive agents used in his 
factories; other agents, such as buildings and machinery, will remain 
fixed in quantity so far as this production program is concerned. These 
are short-run plans. 

Now let us suppose that the cotton textile manufacturing industry 
seems to be a very profitable one, and that prospects for the future are 
very bright. Businessmen considering starting in business look at this 
industry and see in it possibilities of very good returns to their efforts 
and investments. New firms are then likely to appear in the industry. 
The men initiating these new enterprises think not in terms of production 
next month, or even next year, but rather over a long period of years 
to come. They are planning investments in the construction of plants 
that will last a long time and be used in production over that extended 
period. They therefore estimate costs and sales possibilities over a 
period that extends far into the future. They think in terms of average 
levels of productive activity in the factory, and they plan both for 
immediate investments in durable equipment and for continuing outlays 
in payments to spinners and weavers and other workers and in payments 
for raw cotton from which to make the cloth. All the productive agents 
that may be used in manufacturing cotton yard goods are taken into 
account in their estimates and computations. These men are engaged 
in making long-run plans. 

Long-run planning is not, however, confined to the initiators of new 
enterprises. The already established manufacturer also makes long-run 
plans at the same time that he. must consider short-run adjustments. 
Although it may last a long time, most productive equipment eventually 
wears out; and questions arise as to whether or not it would be worth 
while to replace such equipment. If the industry promises .profits for 
the future, the entrepreneurs of existing enterprises will decide that these 
agents should be replaced as they wear out, and perhaps that they should 
be expanded. If the industry seems to be sliding down into a less and 
less favorable position, if “King Cotton is sick” (as was true in the late 
’twenties and the early ’thirties), then durable equipment will not be 
replaced. When the entrepreneur of an old firm sits down at his desk 
to figure out what would seem to be advisable concerning replacement 
of machinery or expansion in the amount of machinery used, when he 
considers whether buildings should be wrecked, replaced, expanded, he 
is looking ahead and making estimates of production plans over a fairly 
prolonged period. If his planning takes into account adjustments in the 
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quantities of all agents used, literally “from the ground up,” then he also 
is engaged in making long-run plans. 

In drawing a distinction between long- and short-run planning, we 
have introduced a distinction between “fixed” and “variable” agents of 
production that will be very useful to us in subsequent discussion. If 
changes in output for any given time period involve changes in the 
amount of an agent employed (labor or raw materials for example) , then 
that agent is, for that period, a “variable” agent. Whether a particular 
agent will be “variable” or “fixed” will depend on the planning period 
under consideration. The cotton manufacturer considering production 
for next week or for the approaching few months of seasonal peak con- 
siders variations in employment of only part of his productive agents, 
primarily labor and raw materials; these agents are for this period 
“variable,” while his buildings and machinery are for the same period 
“fixed.” If he were considering adjustments in plans for the next two 
or three years he would consider variations in the machinery purchased 
and used ; in production plans for this period the machinery is a “variable” 
agent, though buildings may still be regarded as “fixed” since it would not 
be reasonable to construct or tear down buildings for a mere two-year 
expansion or contraction of level of operations. If his planning is truly 
“long-run,” he will consider variations in all agents used; in a truly “long- 
run” planning period all agents will be “variable,” none will be “fixed” 
in the plans of the entrepreneur. 

A striking example may help point up the social importance of the 
distinctions between long and short run, between fixed and variable 
agents, as they are revealed in a critical situation. When a nation shifts 
from a peace to a wartime basis tremendous shifts in the use of resources 
are needed. Automobiles must be given up for airplanes and tanks. 
More steel and magnesium and chromium and copper are needed for 
defense and must be taken from civilian uses. More shoes and woolen 
garments are needed for soldiers. But it takes a long time for the war 
production program really to get under way. The existing aluminum 
plants may work full-time and overtime, but added workers and materials 
can carry increased production of aluminum only so far without new 
plants, which take long periods to be constructed. Short-run increases 
in the outputs of steel or textiles or airplanes are likewise piddling com- 
pared with the expansion that may take place given time for long-range 
plans to eventuate in new plant facilities and large quantities of products 
rolling off the new production lines. 

Short-Run Combinations of Productive Agents 

Suppose Mr. Peterson has just started in business, producing cotton 
cloth. He has bought some land, put up a building, installed machinery. 
These agents are now in his employ however fully or incompletely he 
may use them. If he changes his production plans for the spring months, 
he will change the number of laborers he will hire fpr that period, but 
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will not change the amount of land and buildings; these have become 
“fixed” agents so far as planning periods of a few months are concerned. 
He can vary his output within limits by altering the quantities of variable 
agents used. 

What will happen to Mr. Peterson's output of cotton cloth if he com- 
bines various quantities of variable agents with his fixed agents ; in other 
words what will be the relations between “inputs” of variable agents and 
“outputs” of goods? There are several kinds of questions we might ask. 
For example: (1) What will be the total output (number of yards of 
cotton cloth) resulting from employment of any given number of laborers 
in the factory? (2) How much will one additional man add to the total 
output at any given point? (3) What will happen to the output per 
laborer as the number of workers is increased? 

If Mr. Peterson were to hire only two or three men they would prob- 
ably produce scarcely any cotton cloth at all. Each man would have 
such a variety of tasks to perform that he would be unable to become 
proficient at any of them, and there would be great wastage of time in 
his shifting from one task to another. A large proportion of time would 
probably be required merely to keep the plant in condition ; a large pro- 
portion of the machines would probably lie idle since two or three men 
could not watch many machines and keep them going. Materials would 
frequently be spoiled because no one could have time to concentrate on 
preventing such mishaps, and because of inadequate inspection. Records 
would probably be poorly kept and full of mistakes. In other words, 
the technological and organization requirements of running a factory are 
such as to require considerable division of labor and specialization within 
the enterprise if efficiency in operation is to be attained as has already 
been discussed in previous chapters. 

As more men were employed, however, these difficulties would gradually 
be ironed out, and the output of cotton yard goods would probably rise 
sharply. Though at first this increase in output would be very marked, 
the addition of more and more workers would eventually bring smaller 
and smaller additions to the output of the factory. After there are 
enough men to make possible an efficient organization of production — to 
keep machines running, to provide inspection crews, to keep records in 
orderi — additional workers would be “worth” less and less to the manu- 
facturer. They would make smaller and smaller additions to the total 
output of the concern. Though the number of yards of cotton cloth 
turned out per worker would increase at first, it would eventually decline 
as greater numbers of workers were employed. 

Mr. Peterson would find that employment of “too few” workers would 
be highly inefficient; he would also decide that whatever his sales oppor- 
tunities it did not pay to press “too far” in adding workers to operate 
any given plant because their contributions in additional outputs would 
be so slight. Just what would be the most profitable level of operation 
in a given factory would depend both on the physical relations between 
inputs of labor and outputs of cotton cloth, and on the situations in 
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the markets in which productive agents (labor, raw materials) are pur- 
chased and in the markets in which the goods produced (cotton cloth) 
are sold. 

"Total/' "marginal/' and "average" product 

It would be a very complicated problem to try to investigate thoroughly 
the possibilities iii combining the many different kinds of “variable" 
productive agents in different proportions with any given “fixed” agents 
in short-run production programs. In the case of the cotton manufac- 
turer, for example, we should have to take into account different kinds 
of labor skilled mechanics, spinners, inspectors, stenographers, clean- 
ing women. We should have to take into account expenditures on office 
supplies, on fuel, on raw cotton. Moreover, any such detailed investi- 
gation would apply strictly to one firm only, and we should have to do 
the job over again for each firm in each industry. In order to acquire 
an understanding of basic factors common to all enterprises it is therefore 
necessary to oversimplify greatly the problem and make some extremely 
artificial assumptions. 

For convenience and simplification in analysis we shall talk about a 
“unit” of variable agents used as constituting, a “unit” of “input.” This 
unit will include a variety of agents such as labor and raw materials, 
each in certain quantities. Thus one unit of input might be regarded 
as one “package” of variable agents containing certain set quantities of 
each of the agents included. The three questions asked about the pro- 
ductivity of labor in the cotton factory may now be posed in a more 
general form with regard to the effects of adding one “unit” of “input” 
(one “package” of variable agents) : (1) What will be the total output 
resulting from a given input of variable agents? (2) How much will 
one additional unit of input add to the total output at any particular 
point? And (3), what will happen to the output per unit of input as 
the number of variable agents (units of input) is increased? 

The terminology which has been developed to describe physical “input- 
output” relations in these three aspects is as follows: 

1. Total product is the total physical output resulting from the appli- 
cation of a given input (quantity of variable agents) to given fixed 
agents. It will vary with different amounts of variable agents applied, 
e'^^en though fixed agents remain the same. 

2. Marginal product is the addition (or increment) to total product 
resulting from increasing by one more unit the input (i.e., quantity of 
variable agents employed). It is computed by finding the difference 
between two successive total products.^ 

3. Average product is output per unit of input. It is computed by 
dividing total product by the number of units of input of variable agents. 


1 Strictly speaking, it is the addition to output resulting from adding a very small 
unit of input. 
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Input-output data for a hypothetical firm 

The effects of combining different amounts of variable agents with any 
given fixed agents are most easily studied by the use of a hypothetical 
example. Let us suppose that Mr. Peterson, having made his invest- 
ment in land, plant, and basic machine equipment, is experimenting 
with the results of adding more and more variable agents in order to 
see what will be the effects on output viewed in its three aspects. The 
results of his experiment are shown numerically in Table 6 — 1. An 
examination of this table reveals the following points: 

1. Mr. Peterson finds his maximum total product would be obtained 
by the application of 21 units of input. The total product increases 
rapidly at first, especially for the first 5 or 6 units of input. This is to 
be expected in most enterprises so long as the advantages of specialization 
and cooperation between productive agents are scarcely tapped. As it 
approaches more closely its maximum point, however, total product in- 
creases more gradually. Finally, when there are so many units of 
variable agents (in this case 23 or more) that they interfere seriously 
with efficient operation of the enterprise, total product actually drops. 
At this point workers are bumping elbows. It is obvious that under nc 

TABLE &-1 


“Input-Output” Data fob a Hypothetical Firm 


(1) 

(2) 

(3) 

(4) 

Units of 

Total 

M arginal 

Average 

input 

product 

product 

product 

1 

100 

100 

100 

2 

350 

250 

175 

3 

702 

352 

234 

4 

1152 

450 

288 

5 

1700 

*548 

340 

6 

2190 

490 

365 

7 

2604 

402 

*372 

8 

2908 

304 

364 

9 

3114 

206 

346 

10 

3240 

126 

324 

11 

3300 

60 

300 

12 

3350 

50 

279 

13 

3395 

45 

261 

14 

3435 

40 

245 

15 

3470 

35 

231 

16 

3500 

30 

219 

17 

3525 

25 

207 

18 

3545 

20 

197 

19 

3560 

15 

187 

20 

3570 

10 

179 

21 

*3575 

5 

170 

22 

3575 

0 

163 

23 

3570 

-5 

155 

24 

3560 

-10 

148 


* Maximum figures. 
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consideration would Mr. Peterson operate his business with so many 
variable agents as to bring no change in, or to actually decrease, total 
product. 

2. The figures for marginal product (column 3) are found by getting 
the differences between successive total products from column 2. The 
maximum marginal product is reached much sooner than in the case of 
maximum total product, at 5 instead of 21 units of input. From 5 units 
of input on, marginal product is declining. The fact that the twenty- 
second unit makes no changes in total product is shown by a zero marginal 
product; the actual decrease in total product beyond that point is shown 
by a negative marginal product. It is again evident that less than 22 
units of input will be employed in Mr. Peterson’s enterprise. 

3. The figures for average product (column 4) are found by dividing 
total product (column 2) by units of input (column 1). The change in 
average product is, as would be expected, much more gradual than in 
marginal product, and it never falls below zero. The maximum average 
product is reached with the employment of 7 units of input. From this 
point on average product is declining. 

Graphic presentation of input-output data 

The interrelations between the output data in Table 6 — 1 may be 
illuminated by the use of graphs. 

Total product is presented in Figure 6 — 1. Inputs ai’e marked off 
along the base line; the associated total products are represented by the 
height of the bars. The first rapid and then more slowly increasing 
total products are readily seen, as is the downward turn which would 
appear eventually if inputs were carried far enough. The entrepreneur 
would obviously operate somewhere short of 22 units of input. 

Marginal product can also be seen in Figure 6 — 1. It is the vertical 
distance between successive bars representing total product. Where this 
distance is greatest (at 5 units of input) marginal product is at a maxi- 
mum. Where total product actually drops off, the vertical distance 
between successive bars indicates the degree to which additions to inputs 
would actually cut down output, and thus measures the size of negative 
marginal products. Between 21 and 22 units of input there is no change 
in total product, the height of the bars is the same, and marginal product 
is zero. 

Marginal product is plotted directly in Figure 6 — 2, being represented 
by the height of the solid bars. It is easy to make comparisons between 
this graph and Figure 6 — 1. The highest bar in Figure 6 — 2 is at 5 units 
of input, corresponding with the input at which the vertical distance 
between successive bars in Figure 6 — 1 was greatest. Total product, 
represented in Figure 6 — 1, stays at the same level (at a peak) between 
21 and 22 units of input, when marginal product becomes zero. And 
negative marginal products which appear at 23 units of input and beyond, 
are represented in Figure 6 — 2 by bars drawn below the base line, 
paralleling the drop in height of bars for total product in Figure 6 — 1. 
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The heavy horizontal lines in Figure 6 — 2 represent average product. 
The greater evenness of average as contrasted with marginal product 
is immediately evident. Another significant relation also becomes clear. 
So long as marginal product is higher than average product, average prod- 
uct rises; when marginal product becomes less than average product, aver- 
age product starts diminishing. This must always be the case, and for a 
very simple mathematical reason. It will be remembered that marginal 
product is in fact the amounts added to total product by each addition of 
a unit of input, and that average oroduct is total product divided by the 
number of units of input. If we add to a sum of numbers (total product) 
a figure (marginal product) greater than the average (average product), 
it will pull the average up. For example, the average product at 5 units 
of input is 340 (which was 1,700 5) ; the addition of the sixth unit of 

input increases total product by 490 (from 1,700 to 2,190), a marginal 
product greater than the average product from 5 units of input; the 
average product resulting from 6 units of input must therefore be greater 
than the average from 5 units of input, though still less than the marginal 
product from the sixth unit; average product at 6 units of input is in fact 
365 (which is 2,190 6) . In other words, whenever marginal product 

is higher than average product, the added unit of input will pull the 
average product up, and this will occur even though each successive 
amount added is growing smaller (i.e., even though marginal product is 
declining) . Conversely, as soon as marginal product is less than average 
product, the average will be pulled down. 

Long-Run Combinations of Productive Agents 

In long-run planning an entrepreneur considers the technical possi- 
bilities not only of varying the quantities of some agents in combination 
with a fixed set of other agents, but possible variations in all productive 
agents. Mr. Peterson may decide to expand his plant, buy more land, 
and buy or rent more machines ; or he may decide that his enterprise is 
too large and that it would be better not to replace some of his machines 
as they wear out. These decisions will depend on many things, but one 
of the facts he will take into account is the different outputs he could 
obtain when combining relatively variable agents, such as labor and 
raw materials, with different sets of relatively fixed agents such as build- 
ings. 

It will usually appear that the greater the investment in relatively 
durable agents such as buildings, the more labor and raw materials can 
be efficiently used. There would be a different set of short-run input- 
output data for each different investment in the relatively fixed agents. 
But however he looks at the problem certain generalizations arise out of 
technological factors. If with any given quantity of one agent are 
combined larger and larger quantities of other agents, outputs will show 
the characteristics described in the preceding section. This applies if 
we consider a given number of laborers and the combining of larger and 
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larger investments in buildings and machines with these laborers, just 
as in experimenting with combining larger and larger numbers of laborers 
with a given physical plant. Long-run planning will take into account 
these varying technical possibilities of all kinds of variations in the combi- 
nations of all productive agents. 



CHAPTER 7 


Costs of Production 


An entrepreneub combining productive agents in various ways is seek- 
ing, if possible, to obtain revenues greater than costs. A brief examina- 
tion of the nature of costs is therefore essential to an understanding of 
the functioning of a firm. 

The Meaning of ^'Costs'' 

“Cost” may mean many different things but for purposes of analytical 
discussion it is convenient to adopt standardized terminology and to 
employ concepts which will be of the greatest analytical usefulness. We 
shall, therefore, define cost s as those payments necessary to attract an v 
given number of p roductive agents and quantity of investment fun ds 
ititT a Ttirm. The chief problem which arises in defining costs is the 
problem of cfistinguishing between costs and profits. In order to clarify 
the economic definition of costs which we have just roughly stated, we 
shall undertake: (1) a brief examination of what the component parts of 
costs as we have defined them are; (2) a comparison of a manufacturing 
corporation’s view of costs with ours; and (3) a comparison of an inde- 
pendent farmer’s view of costs with ours. 

The "explicit" and "implicit" components of costs 

In some cases an entrepreneur enters into a contract with an owner of 
a productive agent to pay him a certain amount. He contracts, formally 
or informally, to pay wages to a laborer for his labor ; he contracts to pay 
rent to the owner of land for the use of his land, or a royalty to the owner 
of a machine for the use of that machine. He contracts to pay a cotton 
trader for the raw cotton he buys, and a machine producer for machines 
he purchases. He also contracts to pay interest to the individual or the 
bank loaning him money. Some of these promises to pay are actually- 
written out; others are verbal agreements. All of these payments are 
costs to the firm entering into the agreements, and the amounts of the 
payments to be made are in each case made “explicit,” whether in written 
or oral form. They may therefore be described as explicit costs. 

Some of the funds and the productive agents used in a business, how- 
ever, are provided by the entrepreneurs or owners of the business them- 
selves. A businessman owning and heading up a small manufacturing 
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enterprise does not generally make a formal agreement with himself 
that he will pay himself a certain amount in return for his own labor or 
as rent for his own land or as interest on his own savings invested in 
the enterprise. But the labor and land and investment funds he pro- 
vides nevertheless involve a kind of “cost” of production in his enter- 
prise. He will not ordinarily use his labor and land and funds in this 
way unless he anticipates that he will get back in return at least as much 
as he could get in any other way. Similarly, investors in corporate stocks 
are owners of the corporation ; they do not make any explicit agreements 
with themselves as to what they will be paid in interest on the funds 
they invest. Yet they must expect to get at least as much as appears 
to be available to them in other investments or they will nob place their 
funds in this corporation. There is implied in the actions of proprietors 
who put their own labor into an enterprise, anticipation of a return for 
that labor at least as great as they could get by offering their labor 
services elsewhere or engaging in other kinds of business undertakings. 
There is implied in the actions of those who invest as owners in a businc 
an anticipation of return on their funds at least as great as could be 
obtained in alternative investments. The lowest amount that must be 
anticipated to be sufficient to attract the labor of entreprenuers, or the 
land or the investment funds of owner-investors is just as truly a co.st of 
conducting a business as are the wages agreed upon in the hiring of 
labor, the rents for the hiring of land, or the interest on borrowed funds. 
These costs are “implied wages,” “implied rents,” “implied interest.” 
They may be conveniently designated as implicit costs. Popular recog- 
nition of the nature of implicit costs is expressed in the oft-heard com- 
ment “I'm losing money at this,” when the speaker means that he is not 
getting back as much for his labor, or land, or investment funds here as 
he could get in some kind of alternative employment, and that he would 
not go into this business again if the choice were open to him. 

It is important to remember that both implicit and explicit costs are 
anticipated only; the amounts anticipated may or may not be recouped. 
Yet these anticipated payments taken all together are the total costs in 
an enterprise. Any excess income received by the firm beyond that 
necessary to cover these costs is “profit” in the economic sense of the 
term. Any deficit is a “loss,” frequently called a “negative profit.” 

"Costs" and "profits" os viewed by a manufacturing corporation 

Corporate accounting uses the words “cost” and “profit” in ways which 
'differ from the meanings which we have just presented. It includes as 
costs only explicit costs, 

A corporation buys materials for use in production; the sums it pays 
for these materials become the gross incomes of those firms selling the 
materials, but to the corporation doing the buying these payments clearly 
constitute a cost. The corporation also employs laborers, and the pay 
rolls which constitute the income of the laborers are a cost of operation 
of the business. These “costs” would be among the sums which are listed 



COST OF PRODUCTION 


119 


as operating expenses in the corporation’s accounts. Besides paying for 
the services of agents such as labor and raw materials, the corporation 
must pay for its plant and equipment. If an entrepreneur has invested 
in building and equipment that he expects to use over a period of, say, 
ten years, he does not expect to cover the entire cost of this equipment 
by one year’s sales of goods. He will allocate the cost of this investment 
over the ten years of its life, and the share allocated to any particular 
year will be recorded as a cost of “depreciation’* for that year. Another 
important item which will appear as a cost in the corporate statement is 
interest on bonds. This may be regarded as a payment for the service 
of providing funds to finance the enterprise: it is universally considered 
a “cost.” 

Thus far we have encountered no real difficulties. The costs described 
appear in the corporate profit and loss statement as expenses of the 
enterprise, and are entered for a given time period. They are all explicit 
costs. The remainder of the gross income of the corporation is either 
paid out to stockholders as dividends or is reinvested, thus increasing the 
values of their holdings. Does this income which is held collectively by 
the stockholders or is paid out to them constitute “costs” or “profits”? 
It is reported as “profits” by the corporation, but this practice introduces 
some curious analytical inconsistencies when viewed in more general 
terms. 

Suppose there are two corporations, which we shall designate as A and 
B, each of which has a total sum of $1,000,000 invested partly in stocks 
and partly in bonds. Of the $1,000,000 investment in Company A, 
$700,000 is 5% bonds and $300,000 is stocks; in Company B $700,000 
is stocks and $300,000 is 5% bonds. If the return in both corporations, 
after covering other costs, was $50,000, or exactly 5 per cent on the 
$1,000,000 investment how would this be recorded on the income state- 
ment? In Company A 5 per cent of $700,000, or $35,000 would be called 
“costs,” $15,000 “profits.” In Company B 5 per cent of $300,000, or 
$15,000 would be called “costs,” and $35,000 “profits.” Yet Company 
B earned exactly the same returns on total investment as did Company A. 
In general, a corporation with a large part of its financing in stocks and 
very little in bonds miglit have exactly the same expenses otherwise and 
exactly the same gross income as a corporation with a large percentage 
of bonds; yet the corporation with a large percentage of stock would 
appear to have a greater total profit than that with more bonds. Thus 
an arbitrary distinction between costs and corporate profits appears, and 
the amount of profits so defined depends on the particular way in which 
a corporation carried out its long-term financing. 

In economic analysis, only that part of the income to stockholders 
which is in excess of a “normal” rate of return would be regarded as 
“profits.” The reason for this is not difficult to see. The stockholder 
like the bondholder performs a service in providing funds for the financing 
of this enterprise. To the extent that the payment he receives is neces- 
sary to persuade him to make this contribution it is a cost, in much the 
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same way as is the interest payment to the bondholder. Unless he 
anticipates receiving dividends here, he will invest his funds elsewhere. 
Up to the rate of interest generally available to investors, dividends on 
stock are thus “implicit interest.” The investor in stock will look for. at 
least the “going rate of interest” that he can obtain in alternative oppor- 
tunities. This rate of interest is a cost; it is that amount the anticipation 
of which in dividends is necessary to attract the investment in stocks 
-r-quite as the interest ®n bonds was necessary to attract bondholders. 
If there is any income over and above that necessary to attract and 
relaui mve fetmeiit in these stocks, the exce ss is a “protit” in ihe'econ^mic 
SCTiseT If returns are insuffii^nt to cover'IKe'^^'in^IicIF ihlere’st” to the 
stocBiolders, the discrepancy is a “loss.” 

Let us return once more to the case of companies A and B illustrated 
above. Assuming the “going rate of interest” to be 5 per cent, which is 
also the rate of interest stated on the face of the bonds, what may we 
say of “economic profits” in these two concerns? We shall take three 
situations: (1) We shall suppose both firms to earn $60,000 after covering 
all costs except interest payments, (2) We shall suppose both firms to 
earn $50,000 after covering all costs except interest payments. (3) We 
shall assume both firms to earn $40,000 after covering all costs except 
interest payments. 

1. On the assumption that both corporations make $60,000 as a return 
on the million dollar investment, each will realize $10,000 in economic 
profit; $50,000 of the $60,000 is a cost. Company A will pay out to 
bondholders 5 per cent interest on the $700,000 they have invested, or 
the $35,000 indicated above. The remaining $25,000 it will report as 
“profits” to stockholders; but $15,000 of this is the implicit interest 
(at 5 per cent), anticipation of which was necessary to attract the 
$300,000 of investments in stock. The $25,000 accruing to stockholders 
in Company A is thus partly economic cost, partly economic profit; to 
be exact it is $15,000 implicit interest and $10,000 economic profit. 
Company B will pay out to bondholders 5 per cent interest on an invest- 
ment of $300,000, or $15,000. This leaves $45,000 accruing to stock- 
holders, and the entire $45,000 will be called “profits” by the corporation. 
But $35,000 of this just covers implicit interest at a “going rate of 
interest” of 5 per cent on the $700,000 invested in stock; the other $10,000 
is economic profit. 

2. If the returns in these two corporations had been $50,000, at a going 
rate of interest of 5 per cent this return would just cover the explicit costs 
of 5 per cent interest to bondholders in each concern plus 5 per cent im- 
plicit interest on investments in stock. Economic costs are then just 
covered in each firm; neither is making any economic profits, and neither 
is suffering economic losses. 

3. If returns in these corporations were only $40,000 there would be an 
economic loss (or “negative profit”) of $10,000 in both cases. After pay- 
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ing $35,000 to its bondholders, Company A would have left only $5,000 for 
stockholders; this is short of a 5 per cent return on the $300,000 invest- 
ment in stock. The implicit interest of $15,000 on stock in Company A 
is not covered; the deficit of $10,000 is an economic loss even though the 
corporation would report $5,000 profits. After paying $15,000 to its 
bondholders. Company B would have left only $25,000 for stockholders; 
this is again short of a 5 per cent return on investments in stock. • The 
implicit interest of $35,000 on stock in Company B is not covered; the 
deficit of $10,000 is an economic loss even though the corporation would 
report $25,000 profits. 

Costs and profits as viewed by an independent farmer 

The farmer, like the entrepreneur of a large manufacturing corporation, 
receives a flow of income from the sale of his product, which, for any given 
time period, is called the “gross income” of his farming enterprise for that 
period. Like the entrepreneur of a corporation, he also makes payments 
to productive agents that'he hires or buys, to farm laborers, to farm im- 
plement manufacturers, and so on. He pays interest to the bank on the 
loans which have been extended to him. Usually he provides sizeable 
sums himself that he invests in addition to the funds that he borrows, just 
as the stockholder-owners of a corporation provide funds for the further- 
ance of their business. If the farmer were to invest his savings elsewhere 
he would receive interest. Some of his earnings must therefore be re- 
garded as an “implicit interest” just as were the normal dividends of the 
stockholder. 

The case of the farmer introduces a new problem in the definition of 
costs and profits. He is entrepreneur-owner-worker. The corporation 
hired its executives, and their salaries were reported as a part of the ex- 
penses of the business. The farmer receives whatever remains from his 
gross income after paying all creditors. This remainder is in part a pay- 
ment for his work as manager-laborer; it is in part a payment of interest 
on his own investment or rent on his own land. If the farmer is assumed 
to be acting to maximize his own income in all its parts, he will not put his 
time, effort, and money into farming if alternative opportunities offer 
greater rewards. The “implicit interest” on his investment is the cost of 
attracting his own investment to this enterprise. His “implicit entre- 
preneurial wage” is the cost of attracting his own labor into this venture. 
If there is anything remaining beyond the sums properly allocated to these 
purposes, it is an excess residual, i.e., a true economic “profit.” 

Recognition of the economic definition of costs is showing up increas- 
ingly in cost-accounting practices of farmers, and this is the basis on 
which the account books kept under supervision of the extension service 
are set up. Only by making a careful evaluation of what he might other- 
wise get for his own labor and investment does the farmer arrive at an 
accurate picture of how well or how poorly he is getting along in his 
present activities. 
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A Short-Run View of Costs 

Long-run adjustments involve planning with regard to all productive 
agents; all costs are therefore within the purview of the entrepreneur in 
long-run planning. In the short run, however, some costs have already 
been incurred and will go on for a while whatever the entrepreneur of an 
enterprise may do, while others can be varied in the making of short-run 
plans. In the short run the distinction between “fixed” and “variable” 
costs is important and has far-reaching implications with regard to the 
policies of the firm. The distinction is similar to the classification of 
productive agents as “fixed” and “variable.” We shall examine this dis- 
tinction in costs and its implications briefly. 

The short-run distinction between fixed and variable costs 

Fi xed costs are costs that do not ch a nge w ith changes in output over a 

'l hey may ^"'Sc^^essedTh'pef annum or *^r 
month figures. The depreciation on equipment insofar as it occurs inde- 
pendently of whether or not the equipment is used is thus a fixed cost for 
a going concern until time comes for replacement. So also is the interest 
on the investment of bondholders in the corporation, or of the bank in the 
farm. Fixed costs may also include the “implicit interest” to the owner 
investor, and the “implicit entrepreneurial wages” of a proprietor of a 
factory or store or farm. It is important to remember that costs of any 
sort are not necessarily met, that “fixed costs” are fixed only in that they 
do not change with changes in output in a particular planning period. In 
fact, “fixed” costs generally include implicit interest and they frequently 
include implicit entrepreneurial wages. If the gross revenues of a firm 
are insufficient to cover all costs these fixed implicit costs are the first type 
«f cost payments that will not be met. And fixed costs in explicit inter- 
est on long-term investments by lenders, say bondholders, will usually be 
the next group of costs to be unpaid when fortunes of the firm are bad. 

Variable costs are costs that will be varied with changes in output over 
a particular planning period ; they are the sums paid for the use of vari- 
able agents (and as interest on short-term loans) for a given period of 
time. These costs will be greater or smaller depending on the number of 
variable agents employed. Since changes in output can be brought about 
within a given time period only by increasing or decreasing the number of 
variable agents employed, the aggregate cost of these agents must vary 
when output varies. 

The significance of this distinction between fixed and variable costs is 
easily illustrated. To return to Mr. Peterson, the cotton cloth manu- 
facturer visualized in the previous chapter, let us suppose that he has 
already made investments in buildings and machinery. These invest- 
ments involved the incurring of costs in the past. The costs were partly 
in payments to contractors for construction of factory buildings, partly in 
payments to machine producers for the looms and spindles purchased. 
They also include commitments to pay explicit interest to those making 
long-term loans to finance these activities, and anticipations in implicit 
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interest on owner investments. These are “fixed” costs so far as day-to* 
day or month-to-month adjustments in this cotton factory are concerned. 
By estimating the life of the machines and buildings the costs of these 
productive agents may be allocated on a per month basis ; let us suppose 
that the per month fixed cost of these investments is $800 in depreciation 
allowance and $200 in monthly interest costs. Mr. Peterson may decide 
to step up production next month; but in making such an adjustment he 
will not put any more money into buildings and machines, he will not 
incur any further commitments for interest payments on long-term investr 
ments. These costs are “fixed” so far as short-run changes in output 
plans are concerned; they will be the same whether he turns out 100,000 
or 50,000 yards of cotton cloth per week during the next month. 

Mr. Peterson’s decision to increase or decrease the level of output over 
the next month will affect some of his costs, however. If he decides to 
increase outputs he will have to use more raw cotton, thus increasing his 
raw material costs; he will hire more workers for longer hours, thus in- 
creasing his pay rolls ; he will incur costs of interest on short-term loans 
negotiated in order to meet these higher pay roll and raw material bills. 
His short-term decisions will therefore require a close examination of the 
relation between these variable costs and the outputs and revenues which 
he may obtain. If he decides to increase the level of output of cotton 
cloth these variable costs will be greater; if he decides to curtail operations 
somewhat, these variable costs will be cut. 

In Table 7 — 1 are some cost data for a hypothetical firm with input- 

TABLE 7—1 \ 

Cost-output Data fob a Hypothetical Firm 


Fixed cost: SlOOO 
Costs per unit of input: 1^^100 


(1) (2) 
Total 

Units product 

(3) 

(4) 

(5) 

(6) 

(7) 

Fixed 

(8) 

Variable 

(9) 

Total 

of 

( out- 

Average 

Fixed 

Variable 

Total 

unit 

unit 

It nit 

input 

put) 

product 

costs 

costs 

costs 

cost 

ro^t 

cost 

1 

100 

100 

$1000 

$ 100 

$1100 

$10.00 

$1.00 

$11.00 

2 

350 

175 

1000 

200 

1200 

2.86 

.57 

3.43 

3 

702 

234 

1000 

300 

1300 

1.42 

.43 

1.85 

4 

1152 

288 

1000 

400 

1400 

.87, 

.35 

1.22 

5 

1700 

340 

IQOO 

500 

1500 

.59 

.29 

.88 

6 

2190 

365 

1000 

600 

1600 

.46 

.274 

.73 

7 

2604 

372* 

1000 

700 

1700 

.38 

.269** 

.65 

8 

2908 

364 

1000 

800 

1800 

.34 

.275 

.62 

9 

3114 

346 

1000 

900 

1900 

.32 

.29 

.61*^ 

10 

3240 

324 

1000 

1000 

2000 

.31 

.31 

.62 

11 

3300 

300 

1000 

1100 

2100 

.30 

.33 

.63 

12 

3350 

279 

1000 

1200 

2200 

.30 

.36 

.66 

13 

3395 

261 

1000 

1300 

23C0 

.29 

.35 

.67 

14 

3435 

245 

1000 

1400 

2400 

.29 

.41 

.70 

15 

3470 

231 

1000 

1500 

2500 

.29 

.43 

.72 


* Points emphasized in discussintr nhvsical outputs from varying agent combinations. 
** Critical points in cost data. 



124 


COST OF PRODUCTION 


output figures like those of Table 6 — 1; the 'first three columns of input 
and output figures are in fact copied from that table. Since this is a 
short-run situation some costs are fixed, some variable; and fixed costs 
remain unchanged whatever the input and output of the firm may be. 
Variable costs (column 5) are larger the larger the input-output level con- 
templated. Since total costs are a sum of fixed and variable costs, they 
rise with the rise in variable costs. This is essentially the kind of situ- 
ation that would be faced by an entrepreneur contemplating short-term 
adjustments in operations; he might be a cotton cloth manufacturer, or a 
farmer, or an entrepreneur in any other type of business. 

Total, fixed, and variable costs per unit of output 

Columns 7, 8, and 9 of Table 7 — 1 have not yet been explained. Total 
unit cost is total cost per unit of output; variable unit cost is variable 
cost per unit of output; and fixed unit cost is fixed cost per unit of output. 
Thus fixed unit costs (column 7) are found by dividing fixed costs 
(column 4) by total product (column 2) ; variable unit costs (column 8) 
are found by dividing variable costs (column 5) by total product; total 
unit costs (column 9) are found by dividing total costs (column 6) by 
total product. 

The headings of columns 7, 8, and 9 are not as unfamiliar as they may 
seem. When we ask how much it costs to produce a Ford car we are 
really asking what the “average cost,” or “total unit cost,” is at some 
reasonable level of operation of the enterprise; we are not asking what 
the total expenses of running the Ford Motor Company are. Similarly, 
when we speak of the “labor cost” of producing a Ford we are interested 
in that portion of costs per automobile that may be attributed to labor; 
labor is one element in variable cost, and in quoting it per automobile we 
are approximating the concept of “variable unit cost.” Finally, when we 
talk of the part of the cost of producing a Ford that is an “overhead cost” 
we are referrring to fixed unit costs in car manufacturing. 

There are several interesting and important characteristics of these cost 
data that require careful attention: 

1. Fixed unit costs grow steadily smaller the greater the output. This 
is necessarily true since we are dividing the same fixed cost figure (of 
$1,000) by larger and larger outputs. Clearly the Ford Motor Company 
would find its production costs per Ford extremely high if its vast plant 
facilities with all their efficiency were used to produce only a few hundred 
cars a year. The tremendous cost tied up in plant would be divided 
among so few cars that the cost per car, the “fixed unit cost,” would be 
extremely high. Fixed costs per Ford are low only when many cars 
stream off the assembly lines. Where fixed costs are not so large, the 
importance of the large output in reducing fixed costs per unit produced 
is of course not as great, but the general relation between output and fixed 
unit cost is nevertheless a universal one for all types of business. 

2. Variable unit costs fxst drop and then rise again. The reason for 
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this is a little less obvious than is the explanation of the continuous decline 
in fixed unit cost with expanding production. The greater the output per 
$100 in costs the less will be the cost per unit of output. If a “unit of 
input” (“package of variable agents”) costs $100 whatever the number 
of units of input (the assumption made in Table 7 — 1) then the greater 
the product per unit of input the less will be the variable cost per unit of 
output of the good or service produced. Output per unit of input is what 
wc have termed “average product.” When average product increases we 
would then expect variable unit cost to decrease. The labor and raw 
material and other variable costs per pair of shoes will be less the greater 
the number of pairs of shoes turned out per laborer and per calf skin. A 
comparison between columns 3 and 5 of Table 7 — 1 shows this relationship 
clearly. Since, as was shown in Chapter 6, average product rises and then 
falls, variable unit cost must fall and then rise. 

3. Total unit costs are equal to the sums of fixed unit costs and variable 
unit costs at each input-output level. This is essentially saying that the 
overhead cost per Ford car plus the costs of operating the plant per car 
equals the total manufacturing cost per car, or that the real estate and 
machine cost per pair of shoes plus the labor and raw material cost per 
pair of shoes equals the total cost per pair of shoes. We have merely 
classified costs in two categories, “fixed” and “variable.” The sum of 
these two parts equals the whole; and the sum of these parts expressed per 
unit of output equals the total per unit of output. 

4. Total unit costs fall at first and start rising again at an output some- 
what greater than the point at which variable unit costs turn up. Since 
total unit costs equal the sums of fixed unit costs and variable unit costs 
at each level of production, they vary with variations in these component 
parts. We have already noted that the fixed unit cost component of total 
unit cost falls continuously with expanding output. (The overhead cost 
per Ford, for example, is less the greater the output of Fords.) So far 
as this component is concerned we should expect total unit costs to become 
smaller and smaller the greater the total product of a concern. Variable 
unit costs also fall at first, and through production ranges in which this 
is the case total unit costs must be falling. (If labor and raw material 
costs as well as overhead costs per Ford are falling with expansions in 
production the total cost per car must be falling.) But when variable 
unit costs start rising what may we expect? Will total unit costs rise 
also? The answer will depend on whether or not fixed unit costs are 
declining rapidly enough to more than counteract the effect of the rising 
variable unit costs. (It depends on whether the cost reduction from 
spreading oVerhead costs over more cars is more or less important than 
the increasing labor cost per Ford when production is speeded up.) If the 
drop in fixed unit cost is the greater, total unit costs will continue to fall. 
But fixed unit costs decline more and more slowly, while variable unit 
costs rise more and more rapidly. This means that eventually we must 
come to a point at which the rise in variable unit cost is greater than the 
drop in fixed unit cost. It is when, and only when, this point is reached 
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that the total unit cost (which is the sum of the other two) will turn 
upward. In the example of Table 7 — 1 variable unit costs start climbing 
with the employment of the eighth unit of input. At first they increase by 
amounts smaller than the decreases in fixed unit costs, but when the tenth 
agent is employed the drop in fixed unit costs (1 cent) is less than the rise 
in variable unit costs (2 cents) and the total unit costs therefore start up. 
The minimum total unit cost is at an output of 3,114 units, employing 9 
variable agents. 

The ^^least-cost-combination^^ is that combination of variable agents 
with given fixed agents which results in the lowest C'leasV’) total unit 
cost. Roughly, it is that combination of shoe workers, leather, eyelets 
and rubber soles which when employed in a given shoe manufacturing 
plant will produce shoes at the lowest total cost per pair. This position is 
reached in the hypothetical firm of Table 7—1 with 9 units of input yield- 
ing an output of 3,114. Total unit cost in this least-cost-combination is 
J0.61. Any other set of fixed agents would result in some different least- 
cost-combination. 

Short-run output-cost curves 

Some people may more easily visualize costs per unit of output by the 
use of graphs. Along the vertical axis are marked off per unit costs; 
along the horizontal axis are total outputs. Then the data on total unit 
costs, variable unit costs, and fixed unit costs for each total output may 
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be plotted. If we plotted these data from Table 7 — 1 we should have 
16 points for each type of costs. But if there were many hundreds of 
different points they would fall so close together that they would make a 
continuous curve. A simplified model of these cost-output relations can 
therefore be sketched by drawing smooth curves with the same essential 
characteristics as appear in Table 7 — 1. This is what we have done in 
Figure 7 — 1. The curves TUC, VUC, and FUC represent total unit cost, 
variable unit cost, and fixed unit cost curves respectively for a hypotheti- 
cal firm. The drawing of smooth curves involves the assumption that 
each point on the curve refers to some cost-output relation. This implies 
the possibility of varying outputs by one unit (or even fraction of a unit) 
at a time, an unreal but a useful abstract simplification. 

Let us suppose that these cost curves represent data for a concern 
manufacturing '‘ever-sharp” pencils. How could we interpret them? 
We might ask what the various cost figures are when the output of pencils 
is 200,000. The point on the total unit cost curve (TUC) corresponding 
to an output of 200,000 pencils tells us the total unit cost of producing the 
output of 200,000; it is about 9.3 cents. Similarly, from the fixed unit 
cost curve {FUC) we find the fixed unit cost of producing the output of 
200,000; and from the variable unit cost curve {VUC) we find the variable 
unit cost at an output of 200,000. Fixed unit cost at this output level 
seems to be about 2.3 cents, and variable unit cost is about 7 cents. At 
any particular output, the cost indicated by the total unit cost curve is the 
sum of the figures shown as variable unit cost and as fixed unit cost. At 
the output of 200,000 pencils the fixed unit cost of 2.3 cents plus variable 
unit cost of 7 cents add up to the total unit cost figure of 9.3 cents. 

The decision to operate or to shut down in the short run 

By selling various outputs, a firm can get different amounts of gross 
income, designated in economics as “total revenue.” If there is any 
input-output adjustment at which it is possible to obtain a total revenue 
greater than the associated total cost, profits are possible; otherwise the 
best the firm can do is to minimize losses. When returns more than cover 
both fixed and variable costs, so that there arc profits, it is obviously 
reasonable to continue production. 

When losses are inevitable a major decision must be made: Will it be 
better to continue to operate or to shut down? In the short run, fixed 
costs have already been incurred; there is no choice open to the entre- 
preneur with regard to these costs. They may be met, they may not. 
There is no guarantee, for example, that bondholders will get back the 
funds they loaned to cover investments in buildings and machines. If the 
firm should shut down they would get no return at all ; if it operates they 
may get something provided that revenues are more than enough to cover 
the variable costs incurred (for labor and other agents) in operating. 
These variable costs are still optional, the entrepreneur may decide to 
incur them or not; he will certainly not do so if he expects that revenues 
will not cover the operating costs of the enterprise. Thm the answer to 
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the question whether a concern will continue operating in the short run 
even though it is not covering all costs, will turn on whether it is possible 
to cover at least variable costs. Any return over and above variable costs 
can be applied toward fixed costs, and something is better than nothing. 
Failure to cover even variable costs would simply get the firm in deeper 
and deeper. 


A Long-Run View of Costs 

The lone; run has be en dftfinftd aa a planni ng period long enough to pe r- 
mit consideration or reconsideration of t he employmen t of the agepts 
i!ran~entOTirlg6. ‘6"l the incurring oi all kinds of cos ts in that enterpr ise. 
Eong-iTin planning (JdliylUuis all pusslUly Ulhirnaiives in the combining of 
productive agents, whereas in short-run planning variations are possible 
only within the range permitted by the existing “fixed” productive agents. 
In the long run, all costs are variable, and long-run adjustments include 
the entry of new firms into an industry or the withdrawal of firms from it. 

The "optimum scale of enterprise" 

In the making of long-run production plans, the entrepreneur has before 
him a wide range of alternatives which include the construction of various 
kinds and sizes of plants and numbers of plants as well as the operation of 
any given plant with different amounts of labor and raw materials. By 
“scale” of establishment or of enterprise is meant the amount of invest- 
ment in relatively fixed agents. For each scale of plant or enterprise 
there will be some level of operations at which total unit cost will be 
minimized; in the hypothetical example of Table 7 — 1 this “least-cost- 
combination” of variable agents with particular fixed agents gave a total 
unit cost of $.61. For some sets of relatively fixed agents the least-cost- 
corabination will give a lower total unit cost than for others. That scale 
of enterprise at which the least-cost-combination is lowest is called the 
“optimum" scale. 

This idea may be clarified by an illustrative case, say an entrepreneur 
considering the manufacture of airplanes. He could build a very small 
plant, turning out a small number of planes, each plane almost custom- 
made. By combining different quantities of labor and material with that 
plant he could produce different quantities of planes at different total 
costs per plane (total unit costs). There would be some least-cost- 
combination, given this basic equipment, which would minimize his total 
unit costs. But this type of production will probably at best be very 
costly. If he decides to build a larger plant there will probably be some 
combination of productive agents that will bring out planes at a lower 
cost per plane, a lower total unit cost, than would be possible in the 
smaller scale of enterprise. On the other hand, the plant might be “too 
big” to give the lowest possible production costs per plane. It might 
become unwieldy and the least-cost-combination might be at a total unit 
cost higher than in a plant of more moderate size. That scale of plant 
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or enterprise which makes possible the very lowest total production costs 
per plane is the “optimum” scale. 

"Economies" and "diseconomies" of scale of enterprise 

“Economies of scale of enterprise” are said to exist so long as with 
larger and larger investments in relatively fixed agents the “least-cost- 
combination” involves ever lower total unit costs. So long as further 
increases in the investment in relatively fixed agents in a firm would bring 
“economies of scale of enterprise” the optimum scale has not yet been 
reached. 

“Diseconomies of scale of enterprise” exist when with larger and larger 
investments in relatively fixed agents the “least-cost-combination” in- 
volves ever higher total unit costs. If investment in relatively fixed 
agents in a firm were so great that diseconomies of scale of enterprise had 
set in, that firm would be larger than the optimum. 

Many, though not all, of the factors discussed in Chapter 5 as influenc- 
ing the size of business enterprise are factors causing economies or dis- 
economies of scale of enterprises under different sets of conditions. 
Technological factors, for example, largely explain the economies of scale 
of enterprise as between extremely small and moderate sized firms; and 
probably management problems largely explain the diseconomies which 
may set in if enterprises grow very large. 

Long-run output-cost curves of the firm 

The relation between costs and scale of enterprise may be illustrated by 
drawing a set of total unit cost curves, each curve applying to a different 



Fig. 7 — 2. Long-run cost opportunities of a hypothetical firm. 

set of given fixed agents. Such a set of total unit cost curves is presented 
in Figure 7 — 2. The optimum scale of enterprise is clearly that repre- 
sented by the cost curve TUC^. At any larger or any smaller scales it 
would be impossible to attain as low a level of total unit costs. In the 
range from TUC^ to TUC^ there are “economies of scale enterprise,” the 
successive lea'st-cost-combinations are at lower and lower levels. In the 
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range from TJ7C»to TUCg there are “diseconomies of scale of enterprise/' 
the successive least-cost-combinations are at higher and higher levels. In 
some cases there may be several scales of enterprise that make possible 
the same minimization of costs; these would then all be “optimal” scales. 

Divergences from optimum scale 

A statistical survey of any particular industry would probably reveal 
a wide range in scales of the several firms. These differences can be only 
partly explained by variations in special conditions of location, manage- 
ment talent, and so on, which would cause the optimum scales to be differ- 
ent. These firms also vary in scale because for many reasons some of 
them have not arrived at the optimum position and some have expanded 
beyond it. In fact it is likely that at any point in time the scale of the 
majority of firms in an industry will be approximately what was con- 
sidered to be an optimum at some time in the recent past when they were 
planned. New firms will be planned to reach the optimum as it is today. 

The reasons why in practice few firms are at the optimum scale at any 
given time are mainly; (1) errors of judgment, (2) lags in growth and 
shrinkage of the scale of the firm, (3) limited demand for the product 
relative to optimum scale, (4) attempts to control the industry, which may 
make it to the advantage of a firm to expand beyond the optimum scale, 
and (5) the special interest of insiders able to control an enterprise and 
gain from actions which may incidentally have the effect of diminishing 
the profits of the concern. 

1. Errors of judgment are inevitable in the making of complex decisions 
such as are involved in the initiating of new enterprises. Even though a 
textile manufacturer, for example, may base his decisions on a careful 
evaluation of experiences of firms in the textile industry in an effort to 
determine what would be an optimum scale, he may still construct plant 
larger or smaller than the optimum. His estimates include allowances for 
changes in technology, estimates of the wages he will have to pay to get 
labor by the time his plant is ready to operate, evaluation of his own 
qualifications as a personnel man in a small intimate organization or an 
executive in a more extensive concern, and many other things. That all 
of these questions will be answered with precision and accuracy is most 
unlikely. 

2. There are many reasons for lags in adjustments of scale of enter- 
prise ; most of these reasons are part of the growth cycle of a firm and of 
the rigidity of many fixed costs. It is rarely possible to finance at the 
start an enterprise of optimum scale if investment required is large; risks 
are too great. In many cases, therefore, the enterprise will grow as it is 
successful and finally attain an optimum level of efficiency. If the opti- 
mum scale changes there will again be a lag before it will be attained, a lag 
that will be much greater when the optimum shifts downward than when 
it moves up. 

3. There are many situations in which the demand for a product is not 
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great enough to justify expansion of a firm to the optimum scale. Many 
of the local public utilities, such as light and power plants, are clear ex- 
amples. If a firm could not sell the output it could efficiently produce at 
its optimum scale, it would be absurd to expand to the optimum level. 
Optimum is only the lowest cost scale of enterprise, it is not necessarily the 
“best” in all market situations. It may be possible to produce smaller 
outputs at a lower per unit cost in a small than in a large scale enterprise, 
despite the fact that if demand for the product were great enough costs 
could be lowered by enlarging the enterprise and its productive capacity. 

4. Firms may be overexpanded in order to attain a position of domi- 
nance in an industry. Concerns in such positions are able to hold up the 
prices of the things they sell and to depress the prices of some of the 
things they buy. Thus the big tobacco companies have been able because 
of their dominant position to hold up the prices of pipe tobacco and 
cigarets and to push down the prices paid to tobacco farmers. These 
advantages in buying and selling may more than compensate for the loss 
of production efficiency in expanding beyond an optimum scale. 

5. Quite apart from profits, even at the sacrifice of some profits, men 
with dreams of industrial empire will expand their organizations way 
beyond reason in an orgy of bigness. Financiers may see in some ex- 
pansions and combinations, as the big utility holding companies, an 
opportunity to make big gains for themselves at the expense of the stock- 
holders. These departures from policies directed toward the maximizing 
of the profits of the firm are important when they occur, and will be given 
some attention later on. For the present, however, all departures from 
maximizing profits of the concern as the goal will be ignored. 

Total costs and the entry or withdrawal of firms 

Wherever opportunities for profits appear, new firms will be established 
provided that there is no restriction on the entry of new firms into the 
industry. Profits are simply the excess of total revenues over total costs. 
Whether or not total costs can be covered by an enterprise will determine 
whether a new firm will be established, and if the firm is already in ex- 
istence this consideration will determine its continuance or withdrawal 
when it comes time to replace equipment. 

The total costs that are important from this point of view, however, are 
not the costs which were incurred in the past, not these “original costs” 
for they are, in the colloquial phrase, “past history.” The thing which is 
important is the various cost possibilities involved in long-run planning 
for the present and future. It does not matter to the entrepreneur con- 
templating entry to an industry in 1942 that in 1938 machines cost $2,000 
each ; he is interested in what they cost now and in what revenues he may 
anticipate in the future from their use. It does not matter whether exist- 
ing firms are making profits in relation to the “original costs” which they 
incurred in past investments; it matters only that he should be able to 
cover the current and future costs winch he will incur if he establishes a 
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new enterprise or reinvests in equipment in an old one. If there is some 
scale of enterprise, some combination of productive agents that will make 
possible the obtaining of revenues greater than total costs as anticipated 
now, this will be an attractive undertaking; otherwise new firms will not 
enter and old firms will not replace their equipment when it wears out. 



CHAPTER 8 


The Firm In the Market 


A BUSINESS enterprise faces in two directions. On the one hand it buys 
raw materials, labor services, land or machines; on the other it sells a 
product or a service to customers who may be either ultimate consumers 
or other firms. The ways in which an entrepreneur seeking to maximize 
profits will behave will depend on the various situations he faces in these 
two market areas. Before studying the many variations and complexities 
of market adjustments as they appear in the world around us, we shall 
fortify ourselves by developing a few simplified models with which we can 
compare these concrete phenomena. Two parallel sets of models may be 
explored, those characterizing different types of seller positions, and those 
characterizing different types of buyer positions. 


Classification of Types of Market Positions 

Pure competition in selling and buying 

A wheat farmer has many competitors offering exactly the same com- 
modity for sale. If he were to charge a higher price than they, he could 
sell no wheat at all ; on the other hand at or below market price he can 
sell all he wishes. Individually, his influence on price is infinitesimal, and 
he must regard price as determined by forces beyond his control. 

A consumer-buyer of bread is one among many other buyers of the same 
commodity. Sellers ordinarily do not care who it is that buys their bread, 
but only that someone buys it. A consumer could get no bread at all if 
he were unwilling to pay the market price for it; on the other hand at or 
above the market price he can get all he wishes. Individually his in- 
fluence on price is infinitesimal, and like the wheat farmer he must regard, 
price as determined by forces beyond his control. 

A wheat farmer is selling in a “purely competitive” market. A con- 
sumer-buyer of bread is buying in a “purely competitive” market. Pure 
competition is thus characterized by two things: ^ 


1 It is also assumed that each buyer and seller has full knowledge of prices at 
which goods or services are being bought and sold by other traders in the same 
market. 
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1. There are many competitors (whether buyers or sellers) . 

2. Each competitor offers or seeks exactly the same thing as do the 
others. There is nothing to distinguish one from another. 

When there are many sellers or many buyers of the same product, no one 
of them will be in a position acting alone to exert a significant effect on 
price. Each will act as if market price were determined by outside 
faptors, and will simply adjust his actions to it. Yet the determination of 
that market price will depend on the actions of all the hundreds or 
thousands of individuals involved in the competition. 

Simple monopoly in selling; simple monopsony in buying 

Quite different is the case of the Aluminum Company of America, the 
United Shoe Machinery Company, or the local power and light company 
in any small town. Until recently there was only one producer of 
aluminum ingots; at the present time the production of some kinds of 
shoe machinery is controlled by one firm under exclusive patents; most 
local production of electricity is usually concentrated in one enterprise. 
Here are striking examples, not of pure competition but of monopoly. 
The monopoly in no case is complete; other metals may be used instead 
of aluminum for some purposes, but in the light-metal field there is at 
present little competition from substitutes; there are other ways of making 
shoes than by the use of the machines of the United Shoe Machinery 
Company, but they are very inefficient alternatives ; the local power com- 
pany is in a strong monopoly position as the sole provider of electricity, 
since the substitution of candles and oil lamps by consumers who rebel at 
high electric rates are only very remote possibilities. 

The Aluminum Company of America, the United Shoe Machinery Co., 
the local public utility, each of these may be termed a “simple monopoly.” 
No one else offers the same goods or services. Rivals are so remote as 
to be safely ignored in most of the policy decisions aimed at the maximiz- 
ing of profits. Were its policies to remain unregulated by governmental 
agencies, the Aluminum Co. of America could set whatever price it might 
wish; so could the United Shoe Machinery Co., and the local power and 
light company. The only limitation would be the behavior of buyers of 
the several products; in general at higher prices it will not be possible to 
sell as large an output, and conversely larger outputs can be sold only at 
lower prices. Many simple monopolies are left pretty much to formulate 
and carry out their own price and output policies; but local power and 
light companies are usually strictly supervised by governmental commis- 
sions which prevent them from boosting price regardless of costs and 
public welfare. “Simple monopoly” is thus characterized by two things: 

1. There is only one seller of the good or service. 

2. Rivalry from the producers of substitutes is so remote as to be 
insignificant. 

Under these circumstances the simple monopolist is in a position to deter- 
mine price. 
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When there is only one buyer of a good or service, an analogous situ- 
ation appears. Examples are probably most common in the buying of 
labor services, and striking cases emerge when a large company sets up an 
entire new town in an isolated area, and ships in its own labor. It is the 
only buyer of labor in that town, and is therefore in a strong position in 
the labor market. Because of this strong position it can determine wages 
within a wide range. Laborers seeking alternative outlets for their serv- 
ices would have to incur high costs of moving; moreover they are likely 
to be uninformed about opportunities elsewhere. Within the town they 
are at a disadvantage because there are no other buyers of labor 
in close competition with the single firm. This control over the buying 
side of a market is commonly designated “simple monopsony” to dis- 
tinguish it from its counterpart “simple monopoly” on the selling side. 
The essential characteristics of “simple monopsony” are: 

1. There is only one buyer of the good or service. 

2. Rivalry from buyers who offer substitutive outlets is so remote as to 
be insignificant. 

Under these circumstances the buyer is in a position to determine the price 
he pays for the goods or services he buys. 

Monopolistic competition in selling; monopsonistic 
competition in buying * 

Frequently the seller of a product that is somewhat different from any 
other product is nevertheless in close rivalry with producers of substitutes. 
If his rivals are many, he will be in a position very much like the purely 
competitive seller; but since his product is somewhat differentiated from 
others, he will have some slight degree of direct control over the price he 
individually can charge. He will, however, have very little part in de- 
termining the general level at which his product and the close substitutes 
for it will be priced. Here is a situation which appears frequently in 
retail markets where different brands, let us say of canned peas, are sold in 
close competition although each brand may command a slightly different 
price; the same monopolistic-competitive situation arises where the loca- 
tion of a store or the personality of the sales clerks enables the store 
manager to vary prices within a narrow range from the general market 
level. This type of market situation is frequently described as “monopo- 
listic competition”: there are elements of both simple monopoly and pure 
competition in it. Hence the major characteristics of “monopolistic com- 
petition” are: 


2 The definition of monopolistic competition used here is narrower than the usual 
connotation. Instead of covering all cases of slight product differentiation it ex- 
cludes all oligopoly, retaining only the case of slightly differentiated sellers where 
rivals are numerous and in equal degrees of rivalry, so that reactions of rivals are 
not taken into account. 
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1. Each seller is slightly differentiated in his offerings from the others. 
(Differences may be in conditions of sale as well as in the composition of 
the good itself.) 

2. There are many rival sellers. 

Analogous is the situation when rival buyers provide closely substitutive 
outlets to those seeking to sell them goods or services. Mills in adjacent 
towns compete with each other for the services of weavers and spinners 
who may prefer one town to another. Factories buying equipment differ 
in their credit ratings, in the promptness with which they pay, in the 
likelihood that they will be continuous customers. When buyers are thus 
slightly different they may make purchases of the same goods or services 
at slightly different prices. The possible control over prices that any one 
of these buyers may alone exert is, however, very limited. The general 
level of price is beyond his control, since he is only one among many 
buyers who are in close rivalry with each other. This situation is logi- 
cally described as “monopsonistic competition”; it is a hybrid between 
pure competition in buying and simple monopsony. The characteristics 
of “monopsonistic competition” are: 

1. Each buyer provides an outlet slightly differentiated from the others. 

2. There are many rival buyers. 

Oligopoly in selling; oligopsony in buying 

^Markets in which there are only a few sellers or buyers are also numer- 
ous. Degrees of concentration of production in a few firms was a topic 
of discussion in Chapter 5, where we saw that a high degree of concen- 
tration occurred most commonly in transportation and other “utility” 
services and in certain branches of manufacturing. When there are only 
a few firms selling or buying a good, each is aware of his individual rivals 
and takes them specifically into account. Acting alone he may exert a 
direct and important influence on price, but he will not determine his 
policies without taking his rivals’ possible action into account. He may 
even join with them in formal agreements involving group determination 
of policies. 

The significance of this interdependence in the policies of each of a 
small number of firms is easily illustrated. Suppose that there are just a 
few manufacturers selling washing machines. Firms in the industry 
would like to get high prices for their products, and through formal or 
informal agreements standards of price and quality are set up. Each 
company may produce a $59 machine, a $69 machine and a $79 machine; 
each firm provides certain features and gadgets on the $79 machines that 
are not included on the $59 machine. Now suppose one of these firms 
which we may call the “Smooth Service Washing Machine Co.,” were to 
try offering its $69 type of machine for $62 in order to attract more cus- 
tomers. Entrepreneurs of the other companies might get “plenty mad,” 
and they would probably cut prices also, “going after” the “Smooth Serv- 
ice Washing Machine Co.” The initial cutting of price to $62 will hardly 
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be tried without a careful weighing of the resulting actions to be expected 
of rivals, ^^ jingle firm selling in mk indiiSiijcy^ Qi-Q3ly.A l^VLSliterpmsi. 

c ould affordto ignore rivaW re. ar,t.wns, Thit i.<t the basic cham.rteri&ti i'. of 

o ligoyot y. 

The situation where there are just a few rival buyers is analogous to the 
case of oligopoly among sellers. Suppose that there were just four shoe 
factories in the St. Louis region. These factories would sell shoes in 
national markets in competition with factories located in New England 
and other regions; they are not oligopolists in the selling of shoes. But 
they are oligopsonists in the buying of services of skilled shoe cutters. 
Since (by assumption) there are only four firms in the region each firm 
will take into account the reaction of rivals before it decides what its wage 
policies in the hiring of shoe cutters will be. Each firm will hesitate to bid 
up wages in an effort to get more workers, since this procedure merely 
precipitates the bidding up of wages in rival firms. No single firm buying 
in markets where there are only a few rivals could afford to ignore the 
reactions of these rivals to policies that it might initiate. This is the basic 
characteristic of oligopsony. 

Meat packing is a good illustration of an industry that is made up of 
only a few firms in both the selling and the buying sides of the markets. 
Four big packing companies buy practically all the animals to be slaugh- 
tered. The same four companies constitute the only significant sellers of 
the processed meats. This concentration constitutes “oligopoly” on the 
selling side, and it constitutes “oligopsony” on the buying side so far as 
purchases of animals is concerned. It does not, however, constitute oli- 
gopsony in the- buying of the services of common labor since there are 
many other outlets for such labor services besides employment in meat 
packing firms. 

Oligopoly and oligopsony may appear in markets in which the sellers or 
buyers respectively are just alike or in which they are slightly differenti- 
ated. When the offerings of the oligopolistic sellers (and the conditions 
of sale) are identical, we speak of “homogeneous oligopoly”; when there 
are differences between them it is “heterogeneous oligopoly.” Most 
concrete situations are heterogeneous rather than homogeneous. 

While the distinction between homogeneity and heterogeneity is impor- 
tant, the essential characteristic of oligopolistic and oligopsonistic markets 
is the really basic thing. For in these markets are only a few rivals; as a 
consequence they take each other’s reactions specifically into account, 
whether tacitly in the separate formulation of policies, or jointly in agreed 
group policy determination. In this way they may quite successfully 
control price over considerable periods of time. 

Freedom and Restrictions of Entry 
of Firms in the Long Run 

The types of situations which we have just classified refer to positions 
of firms already in a market at any given time. They have not involved 
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tiie consideration of opportunity or lack of opportunity for entrepreneurs 
to establish firms in an industry or to withdraw when they see fit. Entre- 
preneurial policies concerning prices, inputs, and outputs are based, how- 
ever, not only on the short-run considerations of the status quo among 
existing firms, but also on a consideration of possible competition from 
new enterprises. If there are no barriers to the entry of new firms, profits 
will tend to attract new firms. If there are strong barriers newcomers 
may be quite effectively excluded. 

If profits can be made growing soybeans, more farmers will begin to 
grow soybeans; that is, there will be new firms in the soybean-growing 
industry. The same thing will happen if there are profits obtainable in 
growing cotton, or corn, or potatoes, or any of a large number of agri- 
cultural products. There is nothing to prevent a new entrepreneur from 
joining the ranks in these industries: large funds for investment are not 
required ; there are no patents which exclude outsiders ; there are so many 
firms already in the industry that there is no possibility of successful 
collusive action to keep out newcomers. These industries are character- 
ized by “freedom of entry” in a complete sense, that is, freedom to dupli- 
cate exactly the positions of firms already established in the industry. 

The situation in retailing is somewhat similar, though no retailer 
exactly duplicates the offerings of others. Conditions in manufacturing 
are extremely diverse. Many types of consumers’ goods, such as shoes, 
dresses, socks, are manufactured by a large number of enterprises, and 
new firms could easily appear producing close substitutes. Wherever 
there is advertising and where trade marks have been obtained, it is 
impossible for a new firm to duplicate exactly the product of existing 
firms; nevertheless, there is essentially still a large measure of “freedom 
of entry into the production area” in which the products of the various 
firms are very close substitutes. 

The farmers in our illustration are purely competitive sellers; the 
producers of retailing services and of shoes, dresses, and socks are in a 
situation characterized by larger degrees of monopolistic competition. 
The conditions which lead an industry to be purely competitive or 
monopolistically-competitive are also conditions in which the entry of 
new firms is likely to be either completely or relatively free. There is 
no single dominant firm or group of firms holding exclusive controls. 

If we look at the Aluminum Co. of America, or at the major petroleum 
companies or the meat packers, we see a very different picture. Patents 
on essential processes are used to keep out new enterprises. If necessary, 
small new concerns are bought up by the established firms to prevent their 
development as effective competitors. In some cases unfair competitive 
tactics are used: cut-throat price wars, for example, or unfair manipula- 
tion of favored positions such as the ownership of the oil pipe lines by 
the major petroleum companies. Where the optimum scale of enterprise 
is large relative to the size of the market, either oligopoly or monopoly 
will inevitably arise. This would not in itself necessarily involve restric- 
tions on entry, but it does provide the opportunity for the development 
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oi techniques of restriction of entry which in turn support the position 
of dominance of the single firm or small group of firms in the industry. 
Many simple monopolies exist, or have existed, not because of economies 
of scale of enterprise but because a single entrepreneur has managed to 
get into a position from which he could exclude all rivals. 



CHAPTER 9 


Economic Theory and Social Policy 


On the street corner Tom, John, and Bill are arguing about the policies 
of Congress and the President of the United States, of the bosses of the 
local factory, and of the trade union leaders. At the club Mr. Rocke.- 
feller, Mr. Morgan, and Mr. du Pont are discussing the affairs of tli3 
nation, the affairs of the businesses in which they have special interests, 
and the national and local affairs of labor. In the many homes of 
America these same issues are being argued. Some of those participating 
in these discussions are highly trained; others are everyday lay citizens. 
They are criticizing and judging both public and private policy. They 
are suggesting to each other remedies of varying degrees of merit and 
insight or lack of insight. None of them knows all the answers. Some 
know more than others. And they do not all want the same things any- 
way, though there are many things they seek in common. What can 
economic analysis contribute to the solution of these many questions? 
What are its limitations? The purpose of this book is to find paths 
through the maze of economic questions that arise today, paths which 
will guide us both in our actions as private individuals and as citizens 
of a large community. If we are to follow these paths, it is well at once 
to understand how they are marked and where they are likely to go; 
to recognize that they cover only limited phases of the total complex 
of social problems. It is that orientation that is the purpose of this 
chapter. Before examining the role of economic analysis in policy- 
making, however, we shall give brief attention to some of the ends toward 
which social policy in the economic sphere might possibly be directed. 

Some Frequently Accepted "Ends" of Social Policy 

The problem of ascertaining the ends, or goals, of social policy is a 
very complex one. How, in a democratic society, can the attitudes of 
the majority of people be discovered? It is not enough to take a poll 
of opinions. Many attitudes are only half-conscious, and most people 
are only partially articulate. And apparently subtle variations in atti- 
tudes are sometimes very significant in revealing underlying differences. 
Moreover, human beings are neither consistent nor fully informed. Each 
individual has ideas which are mutually incompatible. Conflicts will be 
even greater between different individuals. 
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To define accurately the social ends of “the American people” is ob- 
viously impossible. There is no such thing. But there are a number of 
ends which have been formulated by people interested in that vague thing 
called “social welfare.” Some of these have characterized popular think- 
ing for years; some seem to be increasing in importance; others are 
receiving less attention than formerly. Among these many ends are 
some in the attaining of which economic activity is more directly involved 
than in others. In order to evaluate any policy there must be some end 
or ends to which discussion is related. We are therefore listing here five 
social ends that are relevant in the evaluation of the functioning of the 
economic system and of policy relating to that system. We have sought 
to include those which would be regarded as desirable by either popular 
masses or significant groups of thinkers in America today. As set up, 
there is considerable overlapping and conflict between them. They are; 

1. Allocation of resources in accordance with consumer preferences. 

2. Freedom in the choice of a job or business. 

3. Equity in the distribution of incomes. 

4. Progress in raising planes of living; elimination of waste. 

5. Stability and security. 

Allocation of resources in accordance with consumer preferences 

Nineteenth-century individualism placed great emphasis on the free 
allocation of resources in accordance with consumer wishes. It was 
assumed that a private enterprise economy served very well to bring 
about this result. Consumers express their preferences for goods and 
services in the market by spending the money incomes they recei^'e in 
return for their contributions to production. It was assumed that pro- 
ducers responded appropriately to the consumer preferences thus expressed. 
It was also assumed that individuals knew their own interests better than 
did anyone else and that their dollar expenditures were accurate indexes 
of their wants. Today some of these assumptions are seriously chal- 
lenged; but the social goal of realizing a situation in which consumer 
wants are effectively expressed and responded to by producers remains 
an important one. 

To realize complete response to consumer wishes in the allocation of 
resources would be not only impossible, but would to some extent result 
in conditions inconsistent with other goals. The focus on consumers’ 
positions ignores questions of equity in the distribution of income among 
the members of a society. It takes any existing income distribution for 
granted; people with larger incomes havo more money to spend and 
hence exert a greater influence on the allocation of resources. Such 
allocation is contrary at some points to the realizing of producer i)refer- 
ences. And a program giving maximum voice to individual consumers 
may result also in a high degree of instability and insecurity. With shift- 
ing emphasis toward these “other” ends, the end of maximizing consumer 
influence loses some of its previous importance. At the same time, 
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because economic developments make its attainment even more difficult 
than previously, many people are emphasizing the need for new study 
in an effort to preserve and increase the consumer’s voice in the use of 
resources while taking into account other goals as well. 

There has always been a direct conflict between the idea on the one 
hand that consumers should act as free agents influencing the allocation 
of resources and the idea on the other hand that consumption of certain 
things such as opium should be discouraged or forbidden, and consump- 
tion of other things such as education and vaccination should be espe- 
cially encouraged or even required. Insofar as attempts to control 
directly the consumption of particular goods or services have appeared in 
our society, they constitute exceptions to the general goal of free consumer 
choice and determination of resource allocation. 

Freedom in the choice of a job or business 

Quite as important as consumer freedom in the philosophy of indi- 
vidualism is the freedom for each member of the society to work at the 
job of his choice, to become a mechanic or carpenter or a teacher or 
lawyer or doctor or businessman or farmer according to his tastes and 
abilities. This goal is consistent with that of giving consumers freedom 
to direct the use of resources in accord with their preferences only insofar 
as the sole aim in choosing a job is the maximizing of income. The labor 
resources which reside in each individual member of the society are bid 
for by consumers through the link of business enterprises; and men and 
women seeking to offer their services in return for money incomes will 
have the free choice of doing one thing or another depending on how they 
individually balance the income opportunities'and the pleasantness of the 
respective occupations in their owm minds. This freedom of the indi- 
vidual to choose what kind of role he will play in the production of goods 
and services is one of the most cherished of individual freedoms. That 
there are many factors which interfere with its attainment today goes 
without saying. Many of the restrictions on freedom in the choice of 
job or business grow out of the development of powerful economic groups 
such as “big business” oligopoly, and exclusive labor unions. Other re- 
strictions are evident, for example, in different opportunities for financing 
the training necessary for some kinds of work, and in customs which work 
to the prejudice of particular large groups such as Negroes and Mexicans 
in the United States. 

Equity in the distribution of income 

“Equity in the distribution of income” is a pleasant phrase which can 
be comfortably accepted in a vague way by everyone; by the same token 
it is a meaningless phrase unless its content is further elaborated. There 
are three aspects of the idea of equity of income distribution which have 
had at least wide verbal acceptance in the social thought of Americans, 
though by no means universal acceptance. 
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1. Associated with the rugged individualism of nineteenth-centmy 
America was the attitude that each man should receive in income the 
amount he contributed to the total production of the society. This idea 
has been given more precise form by the intensive theoretical analysis v-of 
economic relationships. Such analysis has frequently been used to justify 
the status quo; incomes received because of the productive contributions 
of owned material or productive resources such as land or machines have 
not been distinguished from income resulting from the contribution of 
labor. This elaboration will be considered later. For the present we 
shall be content with the rough statement that equity in distribution is 
sometimes regarded as “distribution of income according to economic 
contribution.” But since (a) some people in fact have many more 
occupational opportunities than do others, (b) some people ane anore 
capable than others, and (c) some people have much more income ifrom 
property than do others, the complete realization of this goal, ewan iitf it 
were possible, would leave a few at near-starvation level and others with 
very high incomes. The philosophy of individualism therefore recpires 
as a corollary equality of opportunity before it is thoroughly acceptable 
to the humanitarian. Universal public education is an expression of 
this attitude. Even if such equality of opportunity were attainable 
income distribution would still be very unequal. 

2. It is generally accepted as socially desirable that everyone slmuld 
have at least a sufficiency of goods and services to live decently .and 
maintain health, that society should provide at least this minimum for 
everyone. Disagreement arises as to (a) what level is a minimum, .and 
(b) what should be done about loafers and ne’cr-do-wells. The first 
question is partly a matter of individual opinion, partly something for 
nutritionists and other technically and professionally trained people to 
decide. The second problem is a very subtle one. When a man is able 
to work, and has an opportunity to work but does not, how should society 
handle the problem? The answer given will depend in part on how hia 
behavior is explained. 

3. Probably most Americans regard the present distribution of income 
through the private enterprise economy as inequitable because it is so 
unequal. Guaranteeing at least a minimum to all involves a leveling 
up of incomes at the bottom, but this is generally not regarded as enough. 
The filling in of low incomes should, according to this view, be accom- 
panied by a paring down of the high incomes. Many aspects of social 
policy, especially tax policy, sometimes take this attitude into account 

Progress in raising planes of living 

The American heritage has been a dynamic one; “pioneering and 
progress” are deeply imbedded in American ideology. The rugged indi- 
vidualism of the past two centuries and the early emphasis on progress 
were related first to the conquering of a pioneer country, then to the 
developing of ever new techniques that would increase productive power. 

In the 1930’s “progress” seemed to be taking on a new meaning. There 
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were those who wondered whether technological progress had been “too 
rapid.” People were increasingly concerned with improving the social- 
economic organization in order to realize the potential productivity of 
existing resources and technology. This improvement in economic organ- 
ization seemed to be the crying need if planes of living were to be raised 
and maintained. These new attitudes concerning the meaning of progress 
were more subtle than the earlier emphasis on invention, but still they 
could capture the imagination as did the pioneering and the inventions 
of earlier generations. 

World war changes this focus for a time. “Total war” means organ- 
ization of the economy for war, and civilian planes of living are something 
to be curtailed to release resources for war production. Technological 
progress becomes tremendously important in the effort to find substitutes 
for scarce and vital products and in the effort to develop superior weapons 
of destruction. 

Stability and security 

Emphasis on stability in economic life has greatly increased with the 
extreme fluctuations of recent years. Price changes, changes in employ- 
ment, changes in the total output of the economy — these and other 
changes bring with them suffering for many individuals and uncertainty 
and insecurity for almost all. A degree of security may be provided in 
social legislation guaranteeing at least a minimum of living to all. But 
this does not guarantee that Bill Smith will not lose his house, his job, 
his social status. It does not guarantee that the skill which put him in 
the aristocracy of labor will not be displaced by the introduction of new 
technologies. It does not guarantee that plans to send his children to 
college, or even to keep them in school through high school years will not 
be upset. While he will probably be able to get food and shelter of a 
sort in his old age, he is not guaranteed either comfort or respectability. 
Planning for the future may seem ridiculous to those whose futures are 
so uncertain that their plans may be shattered by a puff of the economic 
winds. In such a situation stability and security seem worth some 
sacrifice of the possibility of attaining higher planes of living. 

This increased emphasis on stability was in fact closely associated with 
the shifting concepts of “progress” in the ’thirties. Progress in the organ- 
ization of economic life to get a more complete return from existing 
resources and technology meant primarily progress toward the elimina- 
tion of depression periods of severe unemployment and diminished produc- 
tion. 


The Role of Economics 

Any particular economist is of course a human being; being an econ- 
omist is only one aspect of the total person. He may be many things 
besides an economist; and in these other roles he may join the Republican 
or the Socialist party; he may belong to a Quaker meeting or to the 
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Episcopal church; he may make speeches about going to war or not 
going to war, and so on. For the moment, however, we are not concerned 
with an economist as a total person. “The economist” is just an aspect 
of a person. What is his particular role? 

The primary task of the economist is the understanding and explanation 
of the interrelations between actions in the various sectors of economic 
life. What difference does it make whether there are many or few sellers 
of a good? For example, what are the significant differences in prices and 
outputs resulting from the actions of the many individuals directing pro- 
duction and sales in agriculture, the few in the steel industry, the single 
corporation (until recently) in aluminum production? How will the 
actions of trade-unions affect employment, the wages of workers here 
and elsewhere, the prices paid by consumers, the goods produced? What 
are the effects of advertising on planes of living? How will tariffs affect 
the distribution of incomes and the prices and quantities of goods? What 
will be the repercussions of particular government action intended to 
restrict agricultural outputs or to maintain the prices of agricultural prod- 
ucts? Who ultimately bears the burden of a tax on automobiles or 
cigarets or land or buildings or pay rolls? 

In answering questions such as these the economist makes several kinds 
of contributions to the policy-maker and to the critic of private or social 
policy in the economic sphere: (1) He assists in the formulation and 
clarification of social ends. (2) He assists in determining what facts 
will be economically relevant to the consideration of a problem. (3) Ho 
aids directly in the selection of means to the attaining of any given ends. 

The economist and the clarification of social ends 

Of all the difficulties faced by the policy-making executive, one of the 
most troublesome is that of ascertaining the social ends or aims involved. 

Of course, when the policy is that of a private corporation functioning 
within the framework of a free enterprise economy the problem is rela- 
tively easy. It is usually safe to assume that the object is to maximize 
net income, although regularizing its flow may be of almost as much 
importance, and the prestige of the business enterprise is by no means 
without weight. Evaluating these ends and determining to what extent 
each may, if necessary, be sacrificed for the sake of the others will not 
normally be a source of much heated debate among those directing the 
policies of a firm. 

When on the other hand the policy is that of some public agency the 
answer is not so easily arrived at. If the agency feels that it owes its 
just powers to the consent of the governed its measures must have the 
acceptance of the public. This, however, is not generally regarded as 
enough, since good government “should” strive to put the public’s active 
wishes into effect. To some extent the political mechanisms of the 
state afford an avenue for the expression of these active wishes and not 
merely of the passive consent of the governed. But the time between 
elections is long, and the elections themselves are fought on many issues 
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and do not afford a clear-cut verdict as to the public’s position on any 
one of them. The public itself is made up of many individuals, each with 
his own peculiar values, his own prejudices, and his own interests. Small 
wonder then that fact-finding in the realms of opinion is treacherous and 
relatively undeveloped. None the less, learning what ends people seek 
is a most significant type of fact-finding for public and private agencies 
alike. 

The economist is not, as economist, a politician or voter. He does 
not decide what would be an ideal society. He does not tell anyone what 
social or private ends are in themselves desirable. The decisions as to 
what shall be the ends of action or policy rest with the members of the 
society and cannot be determined by any scientific rules. 

But although he does not take sides in questions as to what the social 
ends “should” be, in the important task of defining and clarifying these 
ends the economist does play a part. There are two types of contribu- 
tions he can make: (1) He may sometimes explain that means used to 
accomplish one end lead to results that conflict with another end, thus 
showing the policy-maker the necessity of making some kind of choice 
as to the relative importance of different ends. For example, the sub- 
sidizing of housing by government may mean either an increase in total 
government expenditures with heavier taxation or the curtailing of other 
government expenditures, say on general relief or on public parks. Or 
heavy taxation to re-distribute incomes may remove some of the incen- 
tives to production and result in lower planes of living. (2) By under- 
standing the structure of economic life, he may assist in the formulation 
of ends which are themselves complex patterns of interrelationships. 
This latter is a very involved problem, the nature of which can be under- 
stood only after considerable exploration into economic analysis itself. 
It requires such analysis, for example, to give specific meaning to vaguely 
formulated goals of consumer determination of the allocation of resources 
in a complex economy, or of equity in income distribution based on the 
criterion of reward in accordance with “economic contribution.” 

The economist and the selection and interpretation of facts 

To know enough about a problem to know what facts would be relevant 
in the formulation of social policy is to be very well informed. Suppose 
an untrained man were asked, for example, to work out a program designed 
to provide better nutrition for low income groups, or to prevent inflation 
in wartime. Would he know how to begin or what facts to gather? And 
when he had his facts would he know how to interpret them? Some 
things would seem quite obvious, but he could not go far without getting 
beyond his depth. 

The specialist in nutrition could provide some of the relevant facts in 
regard to the first of these problems, facts which the economist would 
know little about and would be unable to interpret accurately. The 
sociologist may tell something of what the relevant food customs of 
different cultural groups are. But other facts, concerning sources of food 
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supply, the possibilities of expanding production of certain commodities, 
and the ways in which these products could be most efficiently moved 
through the various stages in the production process from farmer to con- 
sumer are more readily handled by the economist. It is necessary to 
know something about how economic processes work to know what facts 
to select and how to interpret them in developing a national food program 
intended to get certain food products to those needing them. 

The role of the economist in selecting and interpreting facts relevant 
to a plan intended to check inflation is even more obvious. Some under- 
standing of how the money system operates, of how money, goods, and 
services flow through the economy, is a prerequisite to any intelligent 
attack on the finding and interpretation of relevant facts. 

The economist and the selection of means 

The social policy maker is interested in how certain things can be 
accomplished. The economist can help him select means which would 
be appropriate to the ends he is seeking. In fact it was with various 
possibilities in mind as to means of accomplishing a task that the econ- 
omist proceeded to find and interpret his facts. In suggesting possible 
means, the economist makes two kinds of contributions. He may say 
on the one hand that there is this and this and this way of getting the 
results sought. Consumers may be protected from oligopoly high prices 
and curtailed output, for example, by either (1) legal breaking up of 
oligopoly controls and enforcing of competitive action, or (2) direct 
government regulation of prices. On the other hand, each of these 
means has some further effects, some of which are regarded as “desirable,” 
others as “undesirable.” To take a very obvious example: the economist 
may tell the policy maker that he can get revenues for government use 
by taxing incomes, by sales taxes, by borrowing, by issuing paper money; 
he may then go on and suggest that by taxing incomes it is possible at 
the same time to redistribute wealth in favor of the lower income groups, 
whereas if public revenues are obtained by the use of a sales tax this will 
have the effect of placing a relatively greater burden on the low income 
groups. A more striking example is the economist’s verdict on heavy 
taxation to finance public works in depression periods. Such taxation 
can of course be a source of public revenue which government pours back 
into the economy as payments to relief workers; but it defeats its own 
purpose as a depression measure, since the withdrawal of the tax funds 
in the first place is likely to exert a further depressing effect on private 
productive activity. 

The institutional framework of economic analysis 

There is no such thing as an “economic system” operating apart from 
the rest of the social structure. In Chapter 1 there was a brief discussion 
of the relation of the “economic system” to the total social system; the 
“economic system” was viewed as a set of interrelated actions which 
comprised certain aspects only of the whole of social structure. Eco- 
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nomio analysis is the analysis of these economic aspects of society. Any 
practical problem will have many aspects, some of them economic. Eco- 
nomic analysis can never provide complete answers to such problems. 
(Since it applies only to certain aspects of the whole, economic analysis 
should be used with an awareness of its limitations and of the surrounding 
social institutions within which and in relation to which economic forces 
operate. 

Assumptions concerning economic processes are frequently tacitly based 
on assumptions as to the social framework within which the economic 
action takes place. Many of these assumptions are unconscious, basic 
aspects of a culture being so taken for granted by its members that for 
most purposes there is no need to focus attention on them. The assump- 
tion in our society that the owner of an enterprise has the power to hire 
and fire is an example. On the other hand, failure to examine some of 
the noneconomic aspects of social processes may lead into serious error. 
Such error may be error of fact as to how people will actually respond 
to particular programs. Some farmers, for example, hold tenaciously to 
the methods of their grandfathers despite the lower costs of new methods. 
Or the error may be in the comprehending of the ends actually sought 
by the society and of the ways in which particular programs may inter- 
fere with the attaining of these ends because of “noneconomic” elements 
in the situation. A focus on economic aspects of social problems might, 
for example, result in overattention to the end of “giving consumers the 
most for their money” while ignoring the fact that this may require that 
workers move readily from place to place and that such mobility inter- 
feres with community ties and family life. Failure to recognize the 
limitations of economic analysis when applied to problems that actually 
arise in a broad social system, only one aspect of which is economic, 
brings error and bias, often serious. 



Part II 

EQUILIBRIUM OF THE FIRM 

PREAMBLE 

The theory of the “equilibrium of the firm” is fundamentally a very 
simple matter. It just adds up to this. An entrepreneur wants to make 
profits as great as possible. He does whatever he can to accomplish that 
end. Profits are the difference between total revenue and total cost. He 
wants to make that difference as big as possible. If by hiring more 
workers and buying more raw materials he would increase his revenues 
more than he would increase his costs, he would clearly improve his 
position; this would make his profits bigger than before, or his losses less. 
If by hiring fewer workers and buying less raw materials he would reduce 
his revenues less than he would reduce his costs, he would clearly improve 
his position; this would make his profits bigger than before, or his losses 
less. He will be ill at ease so long as any improvement in his profit posi- 
tion can still be accomplished by such a change; he will be in equilibrium 
when he is accomplishing his goal of maximizing profits. In the short 
run it is only in his power to make short-run adjustments. Since the 
entrepreneur of a firm aims at this maximum profit position, the study of 
the “equilibrium of the firm” provides answers to two questions: How 
much of a product will he sell? How much of a resource will he buy? 
These are the first things we need to know to understand the workings of 
an economy such as that of the United States. Study of the “equilibrium 
of the firm” also provides preliminary answers to another question: Will 
consumers’ interests be in harmony with the interests of entrepreneurs 
seeking to maximize profits? The answer to this question will interest 
you if you like to consume or if you want to make profits, or if you have 
some sympathy for people who like to consume and to make profits. 
Really to grasp the meaning of the answers to these questions is hard 
work. 
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CHAPTER 10 


Preliminary Analysis of Short-run Policies of the Firm 


Whatever the market situation of a firm, the principal purpose is gen- 
erally the maximizing of profits (or the minimizing of losses). This is 
the goal of the small poultry farmer and the big oil magnate alike. But 
the small poultry farmer charges whatever the going market price of his 
produce may be, while the big oil magnate plays a major role in deter- 
mining the price to be charged. Decisions as to inputs of productive 
services and outputs of product are made by both the poultry farmer and 
the oil magnate; but only the oil magnate considers price policy in 
arriving at his production decisions. 

In this chapter we shall undertake a preliminary analysis of short-run 
input, output, and price policies of firms seeking to maximize profits. 
Decisions as to how much to produce and what quantities of productive 
services to buy are simply two aspects of the same thing. When a pro- 
ducer of pencils decides what his output will be he necessarily involves 
himself in decisions concerning purchases of labor services, wood, and 
paint. When he decides how many workers to hire and how much wood 
and paint to buy he involves himself in decisions as to how many pencils 
will be turned out. An examination of the output policies of a firm is 
thus simply one way of looking at decisions concerning the level of pro- 
duction in the firm. An examination of the input policies of a firm is 
the other way of looking at the same thing. If the pencil-maker is 
unable to influence the prices of what he buys or what he sells, this exami- 
nation of input-output policies merely assumes a given set of prices for 
pencils and for the productive services used in producing them. But if 
a firm is in a dominant position in the selling of pencils, decisions to 
expand output are associated with decisions to accept a lower price for 
the pencils; decisions to curtail output are associated with decisions to 
charge a higher price for the pencils. Analogously, if the pencil-maker 
is in a dominant position in the buying of labor or materials, decisions to 
expand input are associated with decisions to pay higher prices for this 
labor and these raw materials in order to get more of them, and decisions 
to curtail input are associated with decisions to pay a lower price for 
labor and raw materials and take only the smaller quantity available at 
the lower rates. 

Although the differences between oligopoly, simple monopoly, and 

151 



152 PRELIMINARY ANALYSIS OF SHORT-RUN POLICIES 


monopolistic competition are very important, they have one significant 
characteristic in common: individual firms so situated influence selling 
price in some degree (great or small) , and price policy in selling is there- 
fore considered in arriving at decisions concerning the level of production 
in the firm. They may therefore for some purposes be grouped together 
under the general label monopolistic, thus distinguishing them from the 
purely competitive situation in which a single seller has no influence, 
acting alone, over the price of what he sells. 

Analogously, oligopsony, simple monopsony, and monopsonistic compe- 
tition are alike in that firms so situated exert individually some degree 
of influence on the prices of the things they buy. Price policies in buying 
are therefore considered in arriving at decisions concerning the level of 
production in the firm. These types of buying situations may be grouped 
together for some purposes under the general term monopsonistic, thus 
distinguishing them from the purely competitive situation in which a 
single buyer has no influence, acting alone, over the price of what he buys. 

The Production Policies of Purely Competitive Firms 

Firms which are purely competitive in all their market relations simply 
buy at the existing market price and sell at the existing market price; 
individually they have no perceptible influence on price and their policy 
decisions arc therefore confined to questions of levels of input and output, 
within an existing price framework. They will try to adjust to that 
level of production at which profits are greatest within the existing price 
conditions; and this will of course be the point at wliich the difference 
between total revenues of the firm and total cost is greatest. 

The maximum profit (or minimum loss) level of production 
in a hypothetical purely competitive enterprise 

The production policies of a purely competitive firm are easily illus- 
trated by the use of a hypothetical example. In fact, the cost data 
presented for the hypothetical firm of Chapter 7 may be used for this 
purpose. The physical input-output data given might be characteristic 
of any type of firm; but it was assumed that the cost of a unit of input 
was $100 whatever the input of the enterprise. In other words, we tacitly 
assumed that the firm in that example (Chapter 7) was purely competi- 
tive in the buying or hiring of variable agents of production, that whatever 
the input of the firm the price per unit of input would be unchanged. 
This price per unit of input is called “average expenditure.” These cost 
data are reproduced here in Table 10 — lA. 

Some figures on possible revenues of the firm have been added to the 
table. Since we are assuming that this is a purely competitive seller as 
well as a firm in a purely competitive position in buying, the price per 
unit of output is independent of the production policy of the firm. It 
has been taken to be $1.80. Price per unit of output is called “average 
revenue”; and the total revenue obtained at each output is then the price 
per unit of output times the number of units of output. Thus total 
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TABLE 1(^1A 

Cost and Revi/nue Data for a Hypothetical Purely Competitive Hose 

Manufacturer 

A. Assuming: Average expenditure $100; average revenue $1.80 


(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 

(9) 



Average 
exp, ( price 









per unit 

Variable 

Fixed 

Total 

Average 

Total 


Input 

Output oj input) 

cost 

cost 

cost 

revenue 

revenue 

Profit 

1 

100 

$100 

$ 100 

$1,000 

$1,100 

$1.80 

$ 180 

$-920 

2 

350 

100 

200 

1,000 

1,200 

1.80 

630 

-570 

3 

702 

100 

300 

1,000 

1,300 

1.80 

1,264 

-36 

4 

1,152 

100 

400 

1,000 

1,400 

1.80 

2,074 

674 

5 

1,700 

100 

500 

1,000 

1,500 

1.80 

3,060 

1,560 

6 

2,190 

100 

600 

1,000 

1,600 

1.80 

3,942 

2,342 

7 

2,604 

100 

•700 

1,000 

1,700 

1.80 

4,687 

2,987 

8 

2,908 

100 

800 

1,000 

1,800 

1.80 

5,234 

3,434 

9 

3,114 

100 

900 

1,000 

1,900 

1.80 

5,605 

3,705 

10 

3,240 

100 

1,000 

1,000 

2,000 

1.80 

5,832 

3,832 

11 

3,300 

100 

1,100 

1,000 

2,100 

1.80 

5,940 

3,840 

12 

3,350 

100 

1,200 

1,000 

2,200 

1.80 

6,030 

3,830 

13 

3,395 

100 

1,300 

1,000 

2,300 

1.80 

6,111 

3,811 

14 

3,435 

100 

1,400 

1,000 

2,400 

1.80 

6,183 

3,783 


revenue from 100 units of output is 100 times $1.80, or $180; total revenue 
from 350 units of output is 350 times $1.80, or $630; total revenue from 
702 units of output is 702 times $1.80, or $1,264. Assuming that this 
firm manufactures ladies’ silk hose, average revenue is the price of a pair 
of hose (in this case $1.80), and total revenue is the total receipts of the 
manufacturer from the wholesalers or retailers buying the hose at each 
quantity of output (and hence of hose sold). 

Profits arc entered in column 9. At some outputs total revenue is 
greater than total cost, and profits at these outputs are positive ; at other 
outputs total revenue is less than total cost, and profits at these outputs 
are negative (there are losses). The hose manufacturer will select that, 
output which gives him the greatest positive profit; in this example it 
is an output of 3,300 pairs of hose, involving 11 units of input (packages 
of variable agents). There is no other production level at which profits 
would be as great as this, assuming the existing average revenue ($1.80) 
obtained per pair of hose and the existing average expenditure ($100) 
per unit of input. 

Now let us suppose that the market price of hose were to drop (perhaps 
because of a sharp decrease in demand) to $.45 a pair. Average revenue 
would be $.45 and total revenue at each output would be much less than 
before. If costs remained unchanged, the firm would no longer be able 
to make a positive profit at any output, but losses (negative profits) at 
some outputs would be greater than at others. Table 10 — IB is exactly 
like Table 10 — lA except that the price per pair of hose is assumed to 
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be $.45 instead of $1.80. Comparing the total revenues under these 
circumstances with total costs at each output level, we find that losses 
are minimized at an output of 2,908 units, produced with an input of 
8 units. At that production level, total cost exceeds total revenue by 
$491.40. 

It may be that while the price of hose has remained at $1.80 the 
average, expenditure on a unit of input has risen to, say, $600 (perhaps 
because silk has become much more costly) . This situation is represented 
by Table 10 — 1C, which is exactly like Table 10 — lA except for the in- 
crease in the expenditure per unit of input. Variable and total costs are 
consequently much higher than they were before. Again the best this 
manufacturer can do is to minimize his losses, which he would accomplish 
at a production level of 7 units of input turning out an output of 2,604 pairs 
of hose. In this most favorable (least unfavorable) adjustment his loss 
is $513; at this production level total cost exceeds total revenue by $513. 

The decision to operate or shut down in the short run 

The observant student may have noticed that the point at which profit 
is maximized (or loss minimized) is also the point at which the difference 
between total revenue and variable cost is most favorable to the hose 
manufacturer. This is inevitably the case, since fixed cost is the same 
at all outputs. Wherever the excess of total revenue over total cost is 
greatest, the excess of total revenue over variable cost must also be at 
a maximum. The more the firm can get back over and above variable 
costs the better off it will be. 

There is an important difference between total cost and variable cost. 
Variable costs are the costs involved in deciding to operate or not, and at 
what level, in the short run. Fixed costs go on whatever the short-run 
decision. Therefore, it may pay to operate even if the firm cannot avoid 
making losses as indicated by a comparison between total costs and total 
revenues. It will pay provided that there is some level at which total 
revenue exceeds the outlay on variable agents. Such possibilities are 
illustrated in both Tables 10 — IB and 10 — 1C despite the fact that firms 
so situated cannot avoid losses. Turning to Table 10 — IB we find loss 
is least at an input of 8 units, producing 2,908 pairs of hose. At this level 
total revenue ($1,308.60) exceeds variable cost ($800) by $508.60. If 
the firm shut down it would get back nothing at all on its fixed costs of 
$1,000; by operating, it can cover the variable costs that will be incurred 
($800), and in addition get back $508.60 toward the meeting of fixed 
costs. The remaining sum of $491.40, which is not covered, is a far 
smaller loss than the $1,000 of fixed costs that would be lost if the firm 
shut down completely. 

If the price of hose were to drop yet further than in Table 10 — IB, or 
if the average expenditure per unit of input were to rise still more than 
in Table 10 — 1C, it might be that there would be no adjustment in which 
the firm could even cover variable costs. In that case it would be foolish 
to incur such costs, and the firm would shut down. 
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Total unit costs and the position of the firm 

Thus far we have omitted any consideration of the total costs to this 
firm per pair of hose, that is, of total unit costs at various levels of pro- 
duction. 

In Table 10 — 2A we have repeated figures from Table 10 — lA (omitting 
some columns to save space) and added to these figures computations of 
total unit costs. Two interesting facts show up in this table: 


TABLE 10— 2A 


Cost and Revenue Data foe a Hypothetical Purely Competitive 
Hose Manufacturer: Continued 


A. Assuming: Average expenditure $100; average revenue $1£0 


(1) 

(2) 

(3) 

Total 

(4) 

Total 

(5) 

Total 

(6)* 

Input 

Output 

cost 

unit cost 

revenue 

Profit 

1 

100 

SI, 100 

$11.00 

$ 180 

$-920 

2 

350 

1,200 

3.43 

630 

-570 

3 

702 

1,300 

1.85 

1,264 

—36 

4 

1,152 

1,400 

1.22 

2,074 

674 

5 

1,700 

1,500 

.88 

3,060 

1,560 

6 

2,190 

1,600 

.73 

3,942 

2,342 

7 

2,604 

1,700 

.65 

4,687 

2,987 

8 

2,908 

1,800 

.62 

5,234 

3,434 

9 

3,114 

1,900 

.61 

5,605 

3,705 

10 

3,240 

2,000 

.62 

5,832 

3,832 

11 

3,300 

2,100 

.63 

5,940 

3,840 

12 

3,350 

2,200 

.66 

6,030 

3,830 

13 

3,395 

2,300 

.67 

6,111 

3,811 

14 

3,435 

2,400 

.70 

6,183 

3,783 


1. At several production levels the price of hose (average revenue) 
exceeds the total unit cost involved in producing them. These are the 
levels at which total revenues exceed total costs. Such a relationship 
is not accidental. It inevitably follows that if the total revenue obtained 
from selling a certain quantity of hose exceeds the total cost of producing 
that quantity of hose, the average revenue per pair (price) must be 
greater than the total cost per pair (total unit cost) . From this we may 
conclude that if there is any production level at which total unit cost is 
less than selling price the firm can make a profit. 

2. The most profitable level of production is greater than that at which 
total unit cost is minimized. The firm will go beyond the least-cost- 
combination output. This may at first seem surprising, since when total 
unit cost is least the difference between price per pair of hose and cost 
per pair is greatest. But by producing more hose than this, profits are 
increased because a gain of $1.17 per pair on 3,300 pair’s is better than a 
gain of $1.19 per pair on only 3,114. 
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In Table 10 — 2B we have repeated figures from Table 10 — IB, adding 
to these figures computations of total unit costs (which are of course the 
same as in Table 10 — ^2A) and of variable unit costs (to be considered 
in the next section). Two interesting facts again show up in the data 
on total unit costs in this table: 

TABLE 10-23 

Cost and Revenue Data for a Hypothetical Purely Competitive 
Hose Manufacturer: Continued 


B. Assuming: Average expenditure $100; average revenue $^ 


(1) 

(2) 

(3) 

Variable 

(4) 

Variable 

(5) 

Total 

(6) 

Total 

(7) 

Total 

(8) 

Input 

Output 

cost 

unit cost 

cost 

unit cost 

revenue 

Profit 

1 

100 

$ ‘100 

$1.00 

$1,100 

$11.00 

$ 45.00 

$-1,055.00 

2 

350 

200 

.57 

1,200 

3.43 

157.50 

-1,042.50 

3 

702 

300 

.43 

1,300 

1.85 

315.90 

-984.10 

4 

1,152 

400 

.35 

1,400 

1.22 

518.40 

-881.60 

5 

1,700 

500 

.29 

1,500 

.88 

765.00 

-735.00 

6 

2,190 

600 

.274 

1,600 

.73 

985.50 

-614.50 

7 

2,604 

700 

.269 

1,700 

.65 

1,171.80 

-528.20 

8 

2,908 

800 

.275 

1,800 

.62 

1,308.60 

-491.40 

9 

3,114 

900 

.29 

1,900 

.61 

1,401.30 

-498.70 

10 

3,240 

1,000 

.31 

2,000 

.62 

1,458.00 

-542.00 

11 

3,300 

1,100 

.33 

2,100 

.63 

1,485.00 

-615.00 

12 

3,350 

1,200 

.358 

2,200 

.66 

1,507.50 

-692.50 

13 

3,395 

1,300 

.38 

2,300 

.67 

1,557.75 

-742.25 

14 

3,435 

1,400 

.41 

2,400 

.70 

1,545.75 

-854.25 


1. At no production levels does the price of the hose exceed the total 
unit cost of producing that quantity. Moreover at no levels does total 
revenue exceed total cost. There is no possibility for this firm to make 
a profit. 

2. The least unprofitable level of production is less than that at which 
total unit cost is minimized. The firm will stop short of the least-cost- 
combination when the price of hose is $.45. This is true despite the fact 
that the loss per pair of hose is least when the total unit cost of producing 
hose is at a minimum. By producing fewer hose than this losses are 
diminished, since a loss of $.17 per pair on only 2,908 pairs of hose is not 
as bad as a loss of $.16 per pair on 3,114. 

These examples illustrate two general facts: (1) If there are any 
outputs at which average revenue (selling price) exceeds total unit cost, 
profits can be obtained; otherwise the best the firm can do is to minimize 
losses. (2) Whenever price exceeds lowest total unit cost the most 
profitable output will be greater than or equal to the least-cost-combina- 
tion output; whenever price is less than lowest total unit cost the least 
unprofitable output will be less than or equal to the least-cost-combination 
output; whenever price exactly equals lowest total unit cost the firm 
will operate at the least-cost-combination output, which will be the only 
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level at which it can break even. The student may easily satisfy himself 
concerning the truth of these propositions by experimenting with dif- 
ferent assumed prices for hose and seeing what would be the situation 
of the hose manufacturer in each case. 

Variable unit costs and the position of the firm 

The relation between variable unit costs and price resembles the rela- 
tion between total unit costs and price. So long as price is above the 
lowest variable unit cost it will be possible to obtain total revenues in 
excess of variable costs. Under such circumstances it would pay to 
continue operating, since something would be obtained above variable 
costs and could be applied toward the meeting of fixed costs. If price is 
less than the lowest variable unit cost there will be no possibility of 
getting back total revenues in excess of variable costs and the firm will 
shut down. At a price equal to lowest variable unit cost it will be a 
matter of indifference whether the firm continues to operate or not. 

In Table 10 — 2B there are several production levels at which the price 
of hose (average revenue) exceeds the variable unit cost involved in 
producing them. These are the levels at which total revenues exceed 
variable costs. From this we may conclude that at a number of produc- 
tion levels this firm would be better off to operate at a loss than to shut 
down. 

Graphic representation of profits and losses of a 
purely competitive firm 

The profit or loss position of a purely competitive firm may be illus- 
trated graphically. This has been done in Figures 10 — lA and 10 — IB. 
Figure 10-— lA is based on Table 10 — lA and Figure 10 — IB on Table 
10— IB. 



Fig. 10 — 1A. Profitable purely competl 
five firm. 


Fig. 1 0 — 1 B. Purely competitive firm op* 
eroting at a loss. 
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In Figure 10 — lA the firm is making a profit. The average revenue 
line, drawn at $1.80, lies well above the bottom of the total unit cost 
curve. There are clearly many positions in which this firm could get 
revenues in excess of costs. We know from Table 10 — lA that its most 
profitable output is at 3,300 units. By drawing a vertical line at this point 
on the graph we form the fourth side of a rectangle the area of which 
represents total revenue, since one side (horizontal) is output and the 
adjacent side (vertical) is price per unit of output. We may read from 
the total unit cost curve what the total cost per unit at this output level 
is, and by drawing a horizontal line at this point we mark off another 
rectangle, the area of which equals total cost (output times total unit 
cost) . The difference between these two areas, the shaded portion of the 
graph, is then profit. One side (horizontal) of the area representing 
profit again measures output, and the vertical height of the area represents 
the gain per unit of output: by multiplying the two we get a figure for 
profit which is the same as that found by subtracting total cost from total 
revenue. 

Figure 10 — IB is like Figure 10 — lA except that the average revenue 
obtained for hose is assumed to be only $.45; that is, hose are selling at 
$.45 a pair. At no point does this average revenue exceed total unit cost, 
so the firm cannot make a profit; but at many positions it is greater than 
variable unit cost, so it will pay for the firm to continue operating in the 
short run. By turning back to Table 10 — IB we may again find the best 
production level; in this case it is at an output of 2,908 pairs of hose. By 
drawing a vertical line at this point we may mark off rectangles represent- 
ing total cost and total revenue just as in Figure 10 — lA; but in this case 
total cost is greater than total revenue so that the difference between them 
is negative profit, that is, loss. Just as a rectangle was marked off repre- 
senting total cost, so also a rectangle may be marked off representing 
variable cost, by drawing a horizontal line from the variable unit cost 
curve. This rectangle is filled in by diagonal lines. The difference be- 
tween the rectangle representing total revenue and that representing vari- 
able cost is then a measure of the advantage in operating over that of 
shutting down. There is clearly such an advantage despite the fact that 
losses are inevitable. 

The Policies of Firms Buying Purely Competitively 
and Selling Monopolistically 

Production and price adjustments of a monopolistic firm 

An analysis of the policies of a purely competitive firm having been 
pursued in detail, the case of a purely competitive buyer selling monopo- 
listically may be discussed more briefly. Fundamentally the analysis of 
firms selling in noncompetitive situations is the same as that of firms in 
purely competitive situations; but the fact that average revenue varies 
with output introduces a significant difference. Tables 10 — 3A and 
10 — 3B assume the same set of cost data as those of the hose manufacturer 
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whose situation was presented in Table 10— lA. Revenue opportunities 
are of a different kind, however. In that case we assumed the firm 
studied to be one among many producers of hose, each of the many pro- 
ducers turning out hose exactly like those produced by the others. In 
order to distinguish that case from the present one we shall now introduce 
a manufacturer of ties. 

Suppose that the firm studied is either (a) the only producer of ties, 
(b) one of a very few producers of ties, or (c) one among many producers 
of ties each of whom turns out ties different from any of the others. In 
any of these three situations our tie producer would find that he could 
choose between selling more ties at a lower price per tie (a lower average 
revenue) or fewer ties at a higher price per tie (a higher average revenue) . 
A statement of the price at which each output of ties could be sold is an 
average revenue schedule, a demand schedule for the product of the par- 
ticular firm. In Table 10 — 3A this average revenue schedule is greater 
than the schedule assumed in Tabic 10 — 3B. Total revenue at each out- 
put is determined, as in the case of a purely competitive seller, by multi- 
plying output by the price at which that output can be sold (that is by 
average revenue). 

First let us examine the adjustments of this firm assuming the average 
revenue possibilities indicated in Table 10 — 3 A. (1) A comparison be- 
tween total revenue and total cost at each output shows that profits can 
easily be obtained and that the greatest possible profit is at an output of 
2,908 tics, produced by the employment of 8 units of input. Profits at this 
output are $3,389. (2) It is also evident that at many output levels total 

unit cost is less than the associated average revenue, and these are the 
same outputs at which total revenue exceeds total cost. (3) Such a firm 
docs not, however, necessarily produce beyond the least-cost-combination, 
as would a purely competitive firm making a profit; monopolistic sellers 
making profits may produce at almost any level, greater or smaller or 
equal to the least-cost-combination position. (4) The price which this 
firm will charge is $1.75; this is the price at which an output of 2,908 ties 
can be sold. It is thus the price at which profits arc maximized. The 
firm curtails production somewhat in order to get as high a price as this. 

Now let us look at the situation depicted in Table 10 — 3B. (1) A com- 

parison between total revenues and total costs shows that at no output can 
this firm make a profit, though losses will be minimized at an output of 
2,604 ties (that is 2,604 units of output) , associated with an input of 7. 
(2) It is also evident that at no output levels is total unit cost less than 
average revenue; again we may conclude that there is no possibility of 
making a profit. (3) At several levels, however, total revenue is in 
excess of variable cost (and these are the same levels at which average 
revenue is greater than variable unit cost) ; it will therefore pay to con- 
tinue to operate in the short run. (If average revenue were much less 
than this the firm would shut down.) (4) Such a firm will operate short 
of the least-cost-combination output. Proof of tliis fact will be taken up 
in a later chapter. (6) The price which the firm will charge is $.61 ; this 
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is the price at which an output of 2,604 ties can be sold; it is the price at 
which losses are minimized. Again the firm curtails production somewhat 
in order to get as high a price as this. (6) The advantage in operating 
over shutting down is $888.44; this is the excess of total revenue over 
variable cost at the least unprofitable production level. If the firm shut 
down it would get back nothing at all on its fixed costs of $1,000; by oper- 
ating it can cover the variable costs that will be incurred and in addition 
get back $888.44 toward the meeting of fixed costs. The remaining sum 
of $111.56, which is not covered, is a far smaller loss than the $1,000 of 
fixed costs which would be lost if the firm shut down completely. 

If average expenditure per unit of input were lower (or higher) than 
$100, the cost data for the firm represented in these tables would be 
lower (or higher) and its profit position would therefore be more (or less) 
favorable. Its production and price adjustment would also be at a 
different level from that which we found in Tables 10 — 3A and 10 — 3B. 

Graphic representation of profits and losses 

The graphic representation of profits and losses of a monopolistic seller 
is similar to tlie graphic representation for a purely competitive seller. 



Fig. 10 — 2A. Monopolist making a Fig. 10 — 2B. Monopolist operating at o 
profit. loss. 


Figure 10 — ^2A is based on Table 10 — 3A, and Figure 10 — 2B is based on 
Table 10 — 3B. The average revenue line instead of being horizontal 
slopes down to the right, since the larger the output of the firm the lowei 
will be the average revenue it can obtain by selling that output; that is, 
the lower will be the price it can get for its ties. In each case the most 
profitable output is again found by looking at the tables; and a vertical 
line is drawn at that output level. This vertical line intersects the line 
drawn to represent average revenue at just the price at which this output 
can be sold. A horizontal line drawn from this point on the average 
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revenue schedule will then mark off a rectangle which represents total 
revenue. Total cost and variable cost may be represented by rectangles 
marked off just as for a purely competitive firm. As in that case, a com- 
parison between the rectangles for total revenue and those for total cost 
indicates profits or loss. And if a firm is operating at a loss the difference 
between total revenue and variable cost will also, as with a purely com- 
petitive firm, indicate the extent of the advantage in operating over 
shutting down. 

The Policies of Monopsonistic Firms 

A hypothetical monopsonistic buyer selling his product 
in a purely competitive market 

The hose and the tic manufacturers of the previous illustrations were 
assumed to be buying labor services, raw materials, and other productive 
agents (or their services) in purely competitive markets. Let us now 
suppose that we are looking at the cost and revenue possibilities of a 
manufacturer of relatively cheap alarm clocks, that there are skilled 
workers employed by this manufacturer, and that he is the only entre- 
preneur (or one among a few entrepreneurs) in a certain area who is 
bidding for such skilled labor. In order to simplify our analysis we shall 
also make the artificial assumption that such labor is the only variable 
agerit, so that a “unit of input” is identical with a unit of such labor 
services. We are further assuming that the manufacturer of clocks is 
selling his product in national markets in competition with a large number 
of other sellers offering clocks exactly like his; that is, we are assuming 
he sells clocks in a purely competitive market. 

The monopsonistic buyer of skilled labor to produce alarm clocks may 
find that he can push down w'ages considerably provided that he is willing 
to get along with a small number of workers; but if he wants to attract 
men from other areas and other occupations into his firm he will have to 
raise his wages. He can get a large number of workers at a high wage, or 
a small number at a low wage. A schedule which states the wage he must 
pay per worker to attract each contemplated number of workmen is then 
his average expenditure schedide for labor. 

Table 10 — 4 presents data for such a monopsonistic firm selling under 
purely competitive conditions. The average expenditure schedule tells us 
that this enterprise can get one worker for $75 a month; it can get two if 
it pays an $85 wage, three if it pays $95, four if it pays $105, and so on. 
Variable costs are equal to the expenditure per unit of input times the 
number of units of input. Thus two workers at $85 each make variable 
costs two times $85, or $170; three workers at $95 each make variable 
costs three times $95, or $285. 

Just as in all the previous illustrations, this firm will determine its most 
profitable (or least unprofitable) production level by comparing total cost 
with total revenue at each level. A firm with cost and revenue possi- 
bilities like those shown in Table 10 — 4 would maximize profits by em- 
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ploying 9 skilled clock makers, producing 3,114 clocks. At this level 
profits are $3,210. 

If the average expenditures necessary to get clock makers were greater 
than indicated in Table 10 — 4 perhaps profits could not be made, but so 
long as there was any adjustment in which variable costs would be less 
than total revenue the clock manufacturer would continue in business in 
the short run. 

In finding the most profitable (or least unprofitable) production level 
for this clock-manufacturing firm, we have also found what wage will be 
paid. With costs and revenues as given in Table 10 — 4, the wage asso- 
ciated with the most profitable adjustment is $155 per month. Inputs of 
workers are restricted in order to hold wages down, and there is therefore 
an associated curtailing of output. 

A monopsonistic buyer selling monopolistically 

The firm buying the services of the skilled clock makers might have 
been in a monopolistic position in selling its clocks. In order to distinguish 
the example of the clock manufacturer as discussed in the last section 
from an example of monopolistic selling along with monopsonistic buying, 
we shall introduce another hypothetical firm. We shall assume a manu- 
facturer of hand-carved boxes to be monopsonistic in buying productive 
agents, and that his costs and his buying position are exactly like those of 
the entrepreneur of the clock factory. But this box manufacturer is for 
some reason monopolistic in the sale of his boxes. His revenue oppor- 
tunities would then resemble the position of the sellers of ties. Combining 
the clock manufacturer’s monopsonistic situation with the tie manufac- 
turer’s monopolistic situation, we may use their data to study the box- 
making concern. These data are brought together in Table 10 — 5. The 
basic comparison between total revenues and total costs, and between 
total revenues and variable costs, may then be made as before. The most 
profitable production level in this case is found to be at 7 units of input 
giving an output of 2,604 boxes. Profits at that level are $3,002.60. 
Having found the most profitable (or least unprofitable) production level, 
we have also found (1) what wages will be paid, and (2) what price will 
be charged per box. In this case the wage (average expenditure) will be 
$135; the price per box will be $1.90. This entrepreneur curtails produc- 
tion both in order to raise the price of what he sells and to lower the price 
(wages, and so on) of what he buys. 

Monopolistic Sellers Facing Monopsonistic Buyers 

In all of the preceding sections of this chapter there has been a tacit 
assumption that the firm concerned stood opposite customers who were 
purely competitive in buying from it and sellers who were purely com- 
petitive in selling to it. Pure competition is in fact characteristic among 
buyers who are ultimate consumers, and was an implied assumption in the 
discussion of consumer demand in Chapter 3. It is also approximated 
among laborers selling their services in labor markets where there is no 
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trade union, and is typical of conditions among sellers of many of the raw 
materials produced in agricultural enterprise. It is approximated very 
closely by manufacturers of a wide range of products from shoes to hats, 
though strictly speaking these cases might be regarded as monopolistic 
competition. 

There are, however, many important cases in which monopolistic sellers 
are offering their products (or services) in markets in which buyers of 
these products (or services) are monopsonistic. There will be a minimum 
price at which a monopolistic seller will be willing to sell any given 
quantity if he can do no better than this ; there will on the other hand be 
a maximum price at which a monopsonistic buyer will be willing to pur- 
chase any given quantity. Higgling concerning price and quantity will 
result in a bargained price which is somewhere between this seller’s mini- 
mum and the buyer’s maximurn for the quantity exchanged. While the 
solution is not determinate, and depends on the skill and strength of the 
parties to the bargain, a more detailed analysis of such adjustments can 
be given when we have further sharpened our analytical tools. 

Price Discrimination 

Occasionally a firm is in a position to charge different prices to different 
customers, that is to "discriminate” between different customers. For 
example, railroads in the past granted rebates to large shippers, the most 
notorious example being that of the Standard Oil Company; ordinary 
shippers under these conditions paid higher freight rates than did Mr. 
Rockefeller. The railroads also charged higher rates on freight shipments 
between points that did not offer an alternative of water transportation 
than the rates charged on rail hauls from one port to another. 

There is also occasionally price discrimination in the amounts paid for 
the same goods (or services) bought from different sellers. Packing 
houses commonly buy cream and make butter for sale. In order to break 
some of the dairy cooperatives the buyers from these packing houses have 
offered high prices to dairy farmers in areas where cooperative creameries 
were competing to buy cream, while these same packing houses were pay- 
ing lower prices for cream in adjoining areas. 

The tacit assumption of the preceding sections of this chapter was that 
a firm sold at the same price to all customers and bought at the same price 
from all those from whom it made purchases. That assumption will be 
continued in most of the following chapters. Some important problems 
associated with discriminatory pricing practices will, however, be con- 
sidered in Chapter 26. 



CHAPTER n 


Introduction to Marginal Adjustments 


When John is trying to make up his mind as to how to spend his income 
he does not ask himself, “Shall I buy 30 pairs of socks and no shoes, or 
5 pairs of shoes and no socks?” Such a question seems absurd. He is 
more likely to ask, “Would I be better satisfied with 3 pairs of shoes and 
15 pairs of socks or with 2 pairs of shoes and 20 pairs of socks?” Perhaps 
he has usually purchased in such a way as to keep on hand 3 pairs of shoes 
and 15 pairs of socks, and he is contemplating whether it would add more 
to his satisfactions to buy another pair of shoes and refrain from replacing 
some socks or to buy more socks and refrain from replacing one of his 
pairs of shoes. These are marginal comparisons, they are comparisons 
between a little more of this and a little less of that, or a little less of this 
and a little more of that. 

An entrepreneur making long-run plans and seeking to arrive at the 
most efficient combination of productive agents will not ask, “Shall we hire 
50 laborers and do without plant and machinery, or shall we build a big 
plant and do without laborers?” This again would be an absurd question. 
Instead the entrepreneur might ask himself whether it would be better to 
incur a cost of $1,000,000 for equipment, which will amount to about 
$1,000 a month depreciation cost, and spend $2,000 a month on labor, or 
to incur a cost of $1,100,000 for equipment, which will amount to about 
$1,100 a month depreciation cost, and spend $1,900 a month on labor. 
These again are marginal comparisons: they are comparisons between a 
little more of this and a little less of that, or a little less of this and a little 
more of that. 

Under ordinary circumstances*the entrepreneur of a going concern will 
not question whether to produce no shoes or 1,000,000 pairs a month (un- 
less this is a large concern just contemplating shutting down because 
business is so bad) . Rather he will question whether it will be better to 
plan on production of 10,000 shoes next month or 11,000; whether to hire 
14 shoe workers or 15 shoe workers. He will compare the difference in 
labor cost with the difference in total revenues resulting from the alterna- 
tive courses of action. This too involves a marginal decision, it probably 
involves a comparison between the advantage of higher revenues and the 
disadvantage of greater costs. 

When people say that we have “too much wheat and too little housing” 

170 
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they are not suggesting that we do away with wheat production entirely 
and concentrate our efforts on housing. Rather they are suggesting that 
our resources would be better used if some of the labor and other resources 
going into the production of wheat could be diverted to other uses, espe- 
cially house construction. They are suggesting that a little more housing 
and a little less wheat would be a good thing. They are making marginal 
comparisons in evaluating the way in which resources are allocated in our 
economy. 

These rough examples are suflScient to indicate the great importance of 
marginal comparisons in studying and evaluating economic adjustments. 
Such comparisons will be made continuously in subsequent discussions in 
this book. In this chapter certain aspects of the “marginal concept" will 
be explored; we shall examine short-run costs and revenues of a firm from 
this point of view. In the following chapters we shall find that through 
this approach we shall arrive at the same answers concerning the policies 
of firms that we reached in the last chapter. But we shall have gained 
added insight into the significance of the differences in the adjustments of 
purely competitive firms and of firms in monopolistic or monopsonistic 
positions. 


Defining Some Marginal Concepts 

When an entrepreneur adds a unit of input (let us say a “package" of 
one laborer and associated raw materials) several results will follow: 
(1) outputs will be increased; (2) costs will be increased; and (3) total 
revenue of the firm will probably be different from that obtained in selling 
a smaller amount of product. Each of these changes involves a marginal 
change, an addition (or subtraction). The three marginal concepts di- 
rectly associated with such a change are: 

1. Marginal product; the difference between two successive total prod- 
ucts (e.g., the difference between total products resulting from ten and 
from eleven units of input) . This concept has already been described in 
Chapter 6. 

2. Marginal cost; the difference between two successive total costs (e.g., 
the difference between total costs when ten and when eleven units of input 
are emi loyed) . 

3. Marginal revenue; the difference between two successive total reve- 
nue possibilities (e.g., the difference between total revenues from the sale 
of the product of ten and the product of eleven units of input) . 

An extremely simplified example will bring out the nature of these 
relations. Suppose a certain firm to be producing cardboard picture puz- 
zles, and that the results of different inputs are as shown in Table 11 — 1. 
In this case adding the fifth unit of input raises output from 1,000 tn 1,200 
puzzles ; marginal product is 200. The fifth unit of input raises total cost 
from $400 to $525; marginal cost is $125. And this fifth unit of input 
raises the total revenue obtainable by selling the puzzles from $1,000 to 
$1,140; marginal revenue is $140. Adding the sixth unit of input raises 
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TABLE n— 1 

Maboinal Data bob a Htfothgtical Puzzlg-manufactubino Firm 
Total 



'product 

Total 

Total 

Marginal 

Marginal 

Marginal 

Input 

( output) 

cost 

revenue 

product 

cost 

revenue 

4 

1,000 

$400 

$1,000 

? 

$ ? 

$ ? 

5 

1,200 

525 

1,140 

200 

125 

+140 

6 

1,350 

660 

1,215 

150 

135 

+75 

7 

1,450 

805 

1,160 

100 

145 

-55 


output from 1,200 to 1,350; marginal product is 160. It raises total cost 
from $525 to $660; marginal cost is $135. It raises total revenue from 
$1,140 to $1,215; marginal revenue is $75. Adding the seventh unit of 
input raises output from 1,350 to 1,450; marginal product is 100. It raises 
total cost from $660 to $805 ; marginal cost is $146. It lowers total reve- 
nue from $1,215 to $1,160 (because the greater output can be sold only 
for a sharply reduced price) ; marginal revenue is a negative quantity, 
that is, -$55. 

Marginal Costs and Average Expenditures of Purely 
Competitive and of Monopsonistic Buyers 

Purely competitive buying 

When the entrepreneur of a firm buying purely competitively adds a 
unit to input, he increases costs by exactly the payment he makes to the 
new agents ; that is, in purely competitive buying marginal cost at each 
input level equals average expenditure^ This is true because a firm which 
is purely competitive in the buying oj productive services will pay thd 
same amount per unit of input whatever the amount purchased; that is, 
“average expenditure” will be the same at all inputs. 

Such a situation is illustrated in Table 11 — 2, which is based on the 

TABLE 11—2 


Costs op a Hypothetical Tib Manufacttjber Bitying Purely CompetitivebiT 


(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

Average 

Variable 

Fixed 

Total 

Marginal 

Input 

expenditure 

cost 

cost 

cost 

cost 

1 

100 

$ 100 

$1,000 

$1,100 

$... 

2 

100 

200 

1,000 

1,200 

100 

3 

100 

300 

1,000 

1,300 

100 

4 

100 

400 

1,000 

1,400 

100 

5 

100 

500 

1,000 

1,500 

100 

6 

100 

600 

1,000 

1,600 

100 

7 

100 

700 

1,000 

1,700 

100 

8 

100 

800 

1,000 

1,800 

100 

0 

100 

000 

1,000 

1,900 

100 

10 

100 

1,000 

1,000 

2,000 

100 

11 

100 

1,100 

1,000 

2,100 

100 

12 

100 

1,200 

1,000 

2,200 

100 

13 

100 

1,300 

1,000 

2,800 

100 

14 

100 - 

1,400 

1,000 

2,400 

100 
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same data as were given for the hypothetical tie-manufacturing enterprise 
(and for the hose manufacturer) discussed in Chapter 10. When this tie 
manufacturer adds a unit of input (a “package of variable agents”) he 
pays to the new agents $100. This $100 is his “average expenditure” at 
all input levels. When he adds a unit to input he adds $100 to variable 
costs, and total costs are therefore also increased by $100; that is marginal 
cost in each case is also $100. When this tie manufacturer considers what 
the effects on cost of employing another unit of input would be, he finds 
that the amount he will pay to the new agents is exactly what he will add 
to his production costs ; average expenditure and marginal cost are equal. 

Monopsonistic buying 

When a monopsonist adds a unit to input he increases his costs by more 
than the payments to the new agents; that is, in monopsonistic buying 
marginal cost at each input level exceeds average expenditure. Here we 
may draw on the case of the clock manufacturer (or the box producer) 
discussed in Chapter 10. Table 11 — 3 is based on the data for that enter- 

TABLE 11—3 


Costs of a HYPorHEmcAL Clock Manufacturer Buying Monopsonistically 


(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

Average 

Variable 

Fixed 

Total 

Marginal 

Input 

expenditure 

cost 

cost 

cost 

cost 

1 

$ 75 

$ 75 

$1,000 

$1,075 

$... 

2 

85 

170 

1,000 

1,170 

95 

3 

95 

285 

1,000 

1,285 

115 

4 

105 

420 

1,000 

1,420 

135 

5 

115 

575 

1,000 

1,575 

155 

6 

125 

750 

1,000 

1,750 

175 

7 

135 

945 

1,000 

1,945 

195 

8 

145 

1,160 

1,000 

2,160 

215 

9 

155 

1,395 

1,000 

2,395 

235 

10 

165 

1,650 

1,000 

2,650 

255 

11 

175 

1,925 

1,000 

2,925 

275 

12 

185 

2,220 

1,000 

3,220 

295 

13 

195 

2,535 

1,000 

3,535 

315 

14 

205 

2,870 

1,000 

3,870 

335 


prise. In order to get 6 skilled clock makers the entrepreneur of that firm 
had to pay them $125 a month wage; he could still retain 5 workers if he 
reduced the wage to $115 a month. But the difference between the cost 
of employing 5 and the cost of employing 6 workers is more than the $125 
paid the sixth worker; that is, the resulting marginal cost is greater than 
the average expenditure when 6 workers are employed. 

The reason for this is in fact simple: each increase in input of skilled 
clock makers was obtainable only by paying for all units (worker) a 
price (wage ) higher than before. The clock manufacturer could nol very 
well bid for additional workers by offering them higher pay without at the 
same time raising the pay of all the workers of the same grade and effi- 
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eicnicy employed in bi& shop. His wage bill for 6 workers exceeds that 
for 6 workers not only because $125 is spent on the sixth worker, but be- 
eause he must pay an additional $10 a month to the first 5 workers. This 
noeans an increase in pay roll of $125 ptm 5 times |10, or a total increase 
of $175. The marginal cost at 6 units of input is $175; the average ex- 
penditure is only $125. 

Crophic representotion of the relation between 
marginal cost and average expenditure 

Tlie relation between marginal cost and average expenditure in purely 
competitive and in monopsonistic situations may be represented graphi- 
cally by plotting numbers of units of inputs along the horizontal axis. 

Figure 11 — lA is based on Table 11 — 2; both average expenditure (AE) 


A. PUQ&UV OOMPRTtTIve 
BUYtR 


tS. MONOF>SONU*Ttc: BUYEtt 



and marginal cost (MC) are $100 at all inputs, and are represented by 
a horizontal line at the level of $100. This is the way marginal costs 
and average e^enditures would look to a purely competitive buyer. 
Figure 11 — IB is based on Table 11 — 3; average expenditure (AE) varies 
with the number of units of input, indicating that the firm is buying under 
monopsonistic conditions. It can push down payments per unit of input 
il it is willing to curtail employment; it can expand only by paying more 
fOT the services of these agents. As a result marginal cost (MC) is con- 
siatently higher than average expenditure. 

Average expenditure as a measure of the "worth" 
of a unit of input in other uses 

Average expenditure may be regarded as a rough measure of the 
“worth" of a unit of input in other uses. If in order to attract 10 workers 
it is necessary to pay wages of $150 a month, this is a rough indication 
that in other firms and in other industries there are oppiortunities ioi em- 
ployment of one more worker at about as much as this. Otherwise the 
xmge which would have to be paid to attract the tenth worker here would 
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fall. It is even more definitely an indication that none of the 10 workers 
have other opportunities that would bring them more than $150 « month: 
if they did they would probably take advantage of these more lucrative 
alternatives. Their worth in alternative employments reflects indirectly 
the demands of consumers for other products and hence for the services 
of workers in the production of these other goods. Despite its crudeness^ 
this wage measure is a useful tool in evaluating the policies of firms and 
the allocation of workers among them. And what is true of the price of 
labor is probably even more true of the prices of other productive agents 
(or their services). The average expenditure on a unit of input inu par- 
ticular firm is thus an index of the worth of one unit of input if the agents 
involved were diverted to other enterprises. 

Marginal Revenue and the Sale Value of the Marginal 
Products of Purely Competitive and of 
Monopolistic Sellers 

Marginal revenue and the elasticity of an average revenue schedule 

When an entrepreneur decides to expand the level of production, that 
decision involves not only additions to costs, but additions to output as 
well. Before he undertakes such an expansion an entrepreneur will con- 
sider the expected effect on his total revenue of selling the larger instead of 
the smaller output. 

Sometimes total revenue will .be larger as the sales of the firm are 
expanded; sometimes it will be smaller. This will depend on whether 
the firm can expand its sales considerably with only a relatively small 
reduction in price or whether, on the other hand, expansion of sales can be 
made only by marked reductions in the price per unit sold. Whenever 
consumers are so responsive to a reduction in price that they will spend 
more money at a lower price, the firm will find its total revenues increased 
by expanding output and reducing price. Whenever consumers are un- 
responsive to a reduction in price, so that their increased consumption is 
very small and they spend less on the good sold by this firm at a lower 
than at a higher price, the firm will find its total revenues diminished by 
expanding output and reducing price. In other words, when the average 
revenue schedule is “elastic” total revenue will be greater at the lower 
price and expanded output; when the average revenue schedule is “in- 
elastic” total revenue will be less at the lower price and expanded out- 
put. Marginal revenue is positive when the average revenue schedule is 
elastic; marginal revenue is negative when the average revenue schedule 
is inelastic. 

Since in the extreme case of the purely competitive seller output of the 
firm can be expanded without exerting enough influence in the total 
picture to require any reduction in price at all, in this case total revenue 
is of course always larger the larger the quantity of product' sold. The 
average revenue schedule of a purely competitive seller is infinitely elastic^ 
and marginal revenue is positive for all expansicns of production. 
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These relations are easily illustrated by the use of graphs, as in the 
analysis of demand in Chapter 3. In fact an average revenue schedule is 
a special kind of demand schedule ; it is a schedule of the demand for the 
pr(^uct of a single seller. In Figmes 11 — 2A and 11 — 2B outputs of the 


PUBEUV COMPC-TITWE. 



B. MOMOPOUl STIC. 



Fig. 1 1 — 2. Average revenue of a hypothetical seller. 


firm are marked off along the horizontal axis, and the prices at which these 
outputs could be sold are marked off vertically. Figure 11 — ^2A repre- 
sents the average revenue schedule of a purely competitive seller; what- 
ever the quantity sold he gets the same price of $1.80. In fact, this might 
be a graphic representation of the position of the hose manufacturer (or 
the clock manufacturer) of the illustrations of Chapter 10. The total 
revenue obtained from the sale of 2,908 pairs of hose is represented by a 
iwtangle the height of which is the price of $1.80 and the length of which 
is the sales of 2,908 pairs of hose (units of output) . The total revenue 
from any larger output, say 3,114 units, is similarly represented. Total 
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revenue at the larger outputs is obviously always greater than at the 
smaller outputs. 

Figure 11 — ^2B represents the average revenue schedule of a monopo- 
listic seller; larger quantities bring lower prices, while small quantities can 
be sold at higher prices. This might be a graphic representation of the 
position of the tie manufacturer (or of the carved-box manufacturer) of 
the illustrations of Chapter 10. The average revenue schedule shows that 
an output of 2,908 ties can be sold for a price of $1.76 each. The height 
of a vertical line drawn from this point on the average revenue schedule 
to the base line indicates this price of $1.75; the length of a horizontal 
line back to the vertical axis indicates the output; the rectangle marked 
off by these lines indicates total revenue. A similar rectangle showing 
total revenue at an output of 3,114 ties is larger than this; but the 
rectangle showing total revenue at an output of 3,240 ties is smaller than 
that showing total revenue at an output of 3,114. 

Marginal revenue and the sale value of the marginal product 

When an entrepreneur adds a unit to input lie expects to increase his 
total product as a result; this addition to total product is what we have 
called marginal product. Thus, in a dairy if another cow (plus feed and 
so on) adds 1,000 quarts of milk a year the marginal product is then 
1,000 quarts of milk. The number of dollars taken in from customers in 
exchange for these 1,(X)0 quarts of milk is the “sale value of the marginal 
product.” This is a cumbersome phrase, but it says exactly what it 
means. The sale value of the marginal product is the number of dollars 
for which the marginal product will sell. If milk is selling at 12 cents a 
quart, the sale value of a marginal product of 1,000 quarts of milk would 
be 1,000 times $.12, or $120. What is the relation between this sale value 
of the marginal product and the marginal revenue resulting from expan- 
sion of output by the employment of an additional unit of input? 

Under conditions of pure competition in selling, marginal revenue and 
the associated sale value of marginal product will always be equal. If a 
firm is purely competitive in selling, the price it will get will be the same 
whatever its output. This situation is illustrated in Table 11 — 4, which 
is based on the same figures as were used in the illustrations of the 
hose (and the clock) manufacturer of Chapter 10. Whatever the out- 
put of hose, this producer gets $1.80 a pair. For example, when the 
tenth unit of input is added, output is increased by 126 units. The 
additional 126 pairs of hose still sell for $1.80 a pair; the sale value of 
the marginal product resulting from employment of the tenth unit of input 
is then 126 times $1.80, or $226.80. But this is exactly equal to the 
difference between the total revenue obtainable from selling the 3,240 pairs 
of hose produced by 10 units of input and the 3,114 pairs of hose produced 
by 9 units of input: that is, it is equal to the marginal revenue resulting 
from the expansion in production. 

The case of a monopolistic seller is different. Under monopolistic con- 
ditions the sale value of the marginal product ivUl always be greater than 
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TABLE 11—4 


RaVTOfOB SCHEBOtBS CW A HYPOTHETICAL pTOELT CoMPBTTriVB Sist.t.ikb OP HOSB 



OtUput 

Marginal 

Average 

Total 

Marginal 

Sale value 
of marginal 

Input 

(sales) 

product 

revenue 

revenue 

revenue 

product 

1 

100 

too 

$ 1,80 

$ 180.00 

$ 180.00 

$ 180.00 

2 

350 

250 

1.80 

630.00 

450.00 

450.00 

3 

702 

352 

1,80 

1263.60 

63300 

634.60 

4 

1152 

450 

1.80 

2073.60 

810.00 

810.00 

5 

1700 

648 

1.80 

3060.00 

986.40 

986.40 

6 

2190 

490 

1.80 

3942.00 

882.00 

882.00 

7 

2604 

414 

1.80 

4687^20 

745.20 

745.20 

8 

2908 

304 

1.80 

5234.40 

54720 

547.20 

» 

3114 

206 

1.80 

560520 

37080 

370.80 

10 

3240 

126 

1.80 

5832.00 

22680 

227.80 

11 

3300 

60 

1.80 

5940.00 

108.00 

108.00 

12 

3350 

50 

1.80 

6030.00 

90.00 

90.00 

13 

3395 

45 

1.80 

6111.00 

81.00 

81.00 

14 

3435 

40 

1.80 

6183.00 

72.00 

72.00 


the associated marginal revenue. Here we shall use as an example the tie 
manufacturer who has already served us on a number of occasions. This 
tie manufacturer’s situation is reproduced in Table 11—6, the data being 

TABLE 11 -^ 

Revenue Schedules op a Hypothetical Monopoustic Seller of Ties 


Sale value 



Output 

Marginal 

Average 

Total 

Marginal 

of marginal 

Input 

(sales) 

product 

revenue 

revenue 

revenue 

product 

1 

100 

100 

$ 2.80 

$ 280.00 

$ 280.00 

$ 280.00 

2 

350 

250 

2.75 

962.50 

682.50 

687.50 

3 

702 

352 

2.66 

186080 

897.80 

932.80 

4 

1152 

450 

2.50 

2880.00 

1019.70 

1125.00 

5 

1700 

548 

2.30 

3910.00 

1030.00 

1260.40 

6 

2190 

490 

2.10 

4599.00 

689.00 

1029.00 

7 

2604 

414 

1.90 

4947.60 

348.60 

786.60 

8 

2908 

304 

1.75 

5089.00 

141.40 

532.00 

9 

3114 

206 

1.65 

6138.10 

49.10 

339.90 

10 

3240 

126 

1.55 

5022.00 

- 116.10 

19680 

11 

3300 

60 

1.45 

4785.00 

- 237.00 

87.00 

12 

3350 

50 

1.35 

4522.50 

- 262.50 

67.50 

13 

3395 

45 

1.25 

4243.75 

- 278.76 

56.25 

14 

3485 

40 

1.16 

396026 

- 293.60 

46JOO 


based on those of the illustration in Chapter 10. The larger the output 
of ties, the lower the price that can be obtained. Suppose this entre- 
preneur decides to try to sell 2,604 ties instead of 2,190 ties (produced by 
increasing his inputs from 6 to 7) . When he passes the additional 414 ties 
over to customers he receives from these customers $1.90 per tie: the sale 
value of the marginal product (of 414 ties) is 414 times $1.90 or $786.60. 
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But his total revenue is not increased by this full $786.60, When he trie*, 
to sell 2,604 ties instead of 2,190, he is forced to reduce the price on all his 
ties and not merely on the marginal product of 414 units. The reduction 
of $.20 per tie on the initial 2,190 ties must be taken into account, and this 
amounts to $438. The net addition to his total revenue is therefore only 
$786.60 minus $438 or $348.60. This checks with the figures in the mar- 
ginal revenue column, obtained by making a direct comparison between 
total revenue from the sale of 2,190 ties and from the sale of 2,604 ties. 
The sale value oj the marginal product restdtmg from expanding produc- 
tion in a monopolistic firm is always greater than the associated marginal 


A. 

PUUEL.Y OOMPE.TITJVE 
StUU-E-U 


e>. 

MONOPOLISTIC SELUtC 




Fig. 1 1—3. Marginal revenue and sole volue of a marginol product. 


revenue because of the fact that it is necessary to reduce the price on all 
the units sold, and not merely on those making up the marginal product. 

These relations between marginal revenues and the sale values of 
marginal products may be illustrated graphically. Such illustration adds 
nothing fundamentally new to the analysis, as is true of all graphic 
illustration, but it may prove useful by presenting a visual picture of the 
relationship. In Figures 11 — 3A and 11 — 3B inputs are marked off along 
the base line and marginal revenues and the sale values of marginal 
products are then plotted for each input level. Figure 11 — 3 A is based 
on the data of Table 11 — 4, representing a purely competitive seller. 
Marginal revenue and the associated (and equal) sale values of the 
marginal products rise and then fall as marginal product itself rises and 
then falls. Figure 11 — 3B, based on the data of Table 11 — 5, represents 
a monopolistic seller. Again marginal revenues and sale values of the 
marginal products rise and then fall, reflecting changing marginal prod- 
ucts; but in this case there are two separate curves. The curve represent- 
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ing the sale values of the marginal products is consistently above that 
representing the associated marginal revenues. 

"Sole value of the marginal product" as a measure of the 
"worth" of the marginal product to consumers 

The sale value of the marginal product resulting from any given 
expansion in production in a firm provides a rough measure of the worth 
to consumers of that marginal product. Thus if the tie manufacturer of 
Table 11 — i were to expand production up to 3,240 ties, the additional 
126 ties resulting from the employment of the tenth unit of input would 
sell for $1.55 apiece, totaling $195.30. Consumers are clearly willing to 
pay at least $1.55 apiece to get these additional 126 ties. They would 
not have been willing to pay as much as $1.65 apiece for them. The sale 
value of the marginal product (of 126 ties in this case) is a measure 
which shows us that the aggregate of consumers considered the added 
output of 126 ties to be worth at least as much as $195.30 worth of other 
things. Otherwise they would spend their money on the other things. 

It is for this reason that we have laid emphasis on the difference between 
marginal revenue and the sale value of the marginal product. The 
marginal revenue resulting from expanding output of ties from 3,114 to 
3,240 units is actually negative; so far as this entrepreneur is concerned 
3,240 ties are worth less than 3,114 since he cannot sell the larger quantity 
for as much as the smaller quantity. In fact he would rather destroy 
some ties than sell as many as 3,240 at the low price he could get for 
them. He is concerned primarily with’ what happens to his costs and 
revenues, not with consumers’ welfare. Yet it would be absurd to say 
that consumers would be worse off if some philanthropist were to present 
them with 3,240 ties free than if he were to give them the smaller quantity 
of 3,114 ties! Here there is clearly a conflict between the interests of 
the tie producer and of the consumers of ties. Many conflicts are less 
obvious than this; but as we shall see, the profit motive as it works out 
in a monopolistic enterprise generally tends to lead to policies which 
are to some degree incompatible with consumer interests. 



CHAPTER 12 


Marginal Analysis of the Most Profitable 
Level of Production 


We are now ready to engage in a little magic, to show that by comparing 
marginal revenues with marginal costs we shall arrive at conclusions 
concerning the most profitable levels of production that are exactly the 
same as those reached by comparing total revenues with total costs in 
Chapter 10. But when we have traced through these relations we shall 
have something more than the conclusions reached in that chapter. We 
shall have a measure of the extent to which the behavior of firms in 
different types of market situations will tend to be consistent or incon- 
sistent with that allocation of resources which would most nearly fulfill 
tlie preferences of consumers. In order to make our analysis directly 
comparable with that of Chapter 10 we shall repeat the hypothetical 
cases that we used there and that we have drawn upon in Chapter 11. 

In any going concern the major decisions are essentially “marginal” 
decisions: they involve questions as to whether inputs should be in- 
creased or decreased. In making such decisions the crucial comparisons 
are between the changes which would ensue in costs on the one hand, in 
revenues on the other. Whenever an addition to input would add more 
to revenue than to cost, it would clearly improve the position of the firm ; 
when it would add more to cost than to revenue it would put the firm 
in a less favorable profit position than before. To express this in tech- 
nical terminology: the maximum 'profit (or minimum loss) adjustment 
will be attained by adding units to input so long as marginal revenue 
continues to exceed marginal cost. Whether the result is a profit or a 
loss, it will still be the best possible adjustment open to the firm. This 
generalization applies to firms in all types of buying and selling positions, 
despite the important differences between them. 

Adjustments in Purely Competitive Firms 

Marginal analysis of the most profitable level of production 

The simplest type of situation which a firm may face is that of pure 
competition in the buying of productive services and in the selling of its 
product. We shall therefore turn once more to our now familiar friend. 

181 



182 MARGINAL ANALYSIS OF PRODUCTION ADJUSTMENTS 


the hypothetical purely competitive manufacturer of hose. In Table 
12 — 1 we have reproduced figiires for inputs, outputs, total costs, total 
revenues, average expenditures, average revenues, and profits, as they 
were entered in Table 10 — lA, To this table we have added columns 
giving marginal costs, marginal revenues, marginal products, and the sale 
values of these marginal products. We shall ask the cooperation of the 
reader in pretending the columns giving total cost, total revenues, and 
profits are not there until we suggest that he look at them. 

Let us suppose that this entrepreneur has started production experi- 
mentally at an input of 9 units, resulting in an output of 3,114 pairs of 
hose. He can get $1.80 per pair of hose whatever the quantity of hose 
he may sell. A glance at the marginal revenue and the marginal cost tliat 
would result from expanding his production by adding another unit to 
input tells us immediately that he would improve his position by such 
an expansion. He would add $227 to his revenues and only $100 to 
his costs ; no matter what his profit position at an input of 9 imits and an 
output of 3,114 units may be, he would clearly gain by raising his level of 
production. In fact he is still not making the most of his opportunities 
if he stops at 10 units of input producing 3,240 pairs, of hose, since by 
adding the eleventh unit to input he would add $108 to his revenues and 
only $100 to his costs. He would not, however, gain anything from 
expanding beyond the input of 11 units, producing 3,300 vmits of output. 
The addition of the twelfth unit to input would increase his revenues by 
only $90 and his costs by $100 so that he would not be in as favorable 
a position as before. He could maximize his profits (or minimize his 
losses) by producing at a level of 11 units of input, turning out a total 
production of 3,300 pairs of hose. 

The reader is now given permission to look at the total cost, the total 
revenue, and the profit columns. What appears? The differences be- 
tween total revenue and total cost at the various production levels shcnv 
that the most profitable position is at 11 units of input and an output 
of 3,300 pairs of hose. Our answers check. 

Evaluation of the level of production in a purely competitive firm 

What is it that this marginal analysis has revealed that was not taken 
care of simply by comparing total costs with total revenues? It has 
shown us three significant things: 

1. Marginal revenues equal the sale values of the marginal products; 
this purely competitive seller has therefore expanded output so long as 
the addition to his cost was less than the sale value of the marginal 
product; he has expanded output so long as the addition to his cost was 
less than the worth to consumers of the increase in output. In this 
respect he has acted consistently with consumers’ interests even though 
his purpose was merely to maximize his own profits. 

2. Marginal costs equal average expenditures; this purely competitive 
buyer has therefore expanded input so long as the addition to his revenues 
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was ^eater than the sum he would pay to the agents included in the 
additional unit of input; he has continued to hire additional workers and 
to buy additional raw silk as long as the wage he pays for the labor plus 
the price he pays for the silk is less than a unit of input would add to his 
revenues. In this respect he has acted consistently with the interests 
of the sellers of labor and of raw silk, even though his purpose was merely 
to maximize his own profits; and he has acted consistently with con- 
sumer preferences in bidding these additional agents into his firm and 
away from less important uses. 

3. Since marginal costs equal average expenditures, and marginal 
revenues equal the sale values of the marginal products, this purely 
competitive entrepreneur has continued to expand his level of produc- 
tion so long as average expenditure was less than the sale value of the 
marginal product. He was therefore adding workers and other agents in 
his firm so long as the worth to consumers of their additions to his product 
exceeded what entrepreneurs of other firms would bid for their services. 
Insofar as entrepreneurs of other firms are also purely competitive, their 
bids reflect consumer demands for their products. He is therefore carry- 
ing production in his firm just to the point which is most consistent with 
consumer preferences concerning allocation of resources to this as com- 
pared with other uses. So long as consumers wanted a little more of 
labor services used in producing hose even at a little sacrifice of these 
labor services used in producing wheat, he has complied with their wishes; 
he has not gone beyond that point. Without being in the least a philan- 
thropist, this purely competitive entrepreneur seeking to maximize profits 
has fulfilled very effectively a service in helping to allocate resources 
consistently with consumer preferences. 

Adjustments in Firms Which Are Not Purely 
Competitive in Both Buying and Selling 

A hypothetical firm that buys purely competitively 
and sells monopolistically’ 

The marginal analysis of the most profitable level of production in a 
hypothetical purely competitive hose manufacturing enterprise provides 
us with a background for a similar analysis of the hypothetical tie pro- 
ducer whose situation w-e developed as an illustration in Chapter 10. 
This tie manufacturer was assumed to be buying all productive services 
in purely competitive markets, but selling his ties in a market in which 
(for any of a number of possible reasons) he has some degree of individual 
control over price. He can choose to sell many ties at a low price or 
fewer ties at a higher price. Table 12—2 is a reproduction of Table 
10 — 3A, but with the addition of data on marginal costs, marginal 
revenues, marginal products, and the sale values of these marginal prod- 
ucts. 

At any input khort of 8, and an associated output short of 2,908, this 
tie manufacWer would be failing to make the most of his opportunities. 
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Expansion would add more to revenues than to costs; that is marginal 
revenues frcm the addition of the sixth and the seventh and the eighth 
units of input (with the associated increases in outputs) are in each case 
greater than the marginal costs involved. At any production level 
greater than 8 inputs producing 2,908 ties, this manufacturer would be 
making less profits than would be possible. The addition of the ninth 
and the tenth units of input (with the associated increases in outputs) 
adds more to costs than to revenues; that is, in these ranges marginal 
«ost is- greater than marginal revenue. Marginal analysis tells us that 
His most profitable level of production will be at 8 units of input turning 
out 2;908 ties. This again is the same conclusion which we would have 
reachedl by direct comparisons between total revenues and total costs, 
as in) Cliiiapter 10. 

Iwimaximizing his profits this tie manufacturer is not acting consistently 
wM, the interests of consumers. He is curtailing output in order to get 
a higher price. For example the ninth unit of input would add only $100 
to costs, while the sale value of the marginal product which would result 
from such an expansion is $339.90. He fails to continue to expand so 
Song as the addition to his costs is less than the worth to consumers of 
the added product. The adjustment most consistent with response to 
consumer preferences would be at a production level employing 10 units 
of input and producing 3,240 ties, these ties being sold at $1.55 each. 
But at such a production level this entrepreneur’s profits would be less 
than when he restricts operations to turn out only 2,908 ties sold at $1.75 
apiece. His motives are the same as those of the purely competitive 
seller; but his behavior is not consistent with consumer welfare, while 
that of the purely competitive seller is. 

A hypothetical firm that buys monopsonistically 
and sells purely competitively 

Marginal analysis of the most profitable level of production of a 
hypothetical clock manufacturing enterprise such as was described in 
Chapter 10 again follows the same broad pattern as in the examples of 
the hose and tie firms. We arrive at the most profitable adjustment by 
comparing marginal revenues with marginal costs. The clock producer 
was assumed to sell clocks in national markets in pure competition with 
many other manufacturers of clocks exactly like his; he was assumed to 
buy skilled labor in a geographically somewhat isolated local labor 
market. In order to simplify the analysis we made the further assump- 
tion that this labor was the only variable agent, and this assumption will 
be continued though it is not necessary to the conclusions which we shall 
reach. Table 12 — 3 is a reproduction of Table 10 — 4, but with the addi- 
tion of data on marginal costs, marginal revenues, marginal products, 
and the sale values of these marginal products. 

At any input of skilled clock makers short of 9, and associated output 
of clocks short of 3,114, this entrepreneur would be failing to make the 
most of his opportunities. Expansion would add more to revenues than 
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to costs; that is marginal revenues from the addition of the eighth or the 
ninth workers to input (with the associated increases in outputs) are in 
each case greater than the marginal costs involved. At any production 
level greater than 9 inputs of skilled clock makers, producing 3,114 clocks, 
this manufacturer would be making less profits than would be possible. 
The addition of the tenth and the eleventh units of input (with the asso- 
ciated increases in outputs) adds more to costs than to revenues. Mar- 
ginal analysis tells us that his most profitable level of production will be 
at 9 units of input, turning out 3,114 clocks. This again is the same 
conclusion that we would have reached by direct comparisons between 
total revenues and total costs. 

^ In maxiinizing his profits this clock manufacturer is not acting con- 
sistently with the interests ©f consumers (or of skilled clock makers) . 
He is curtailing inputs, and hence outputs, in order to pay lower wages 
(average expenditures). It would take only $165 to bid the tenth 
clock maker away from other occupations or other localities; his worth 
in these other positions is only $165. The sale value of the marginal 
product he would add here is $227, This clock manufacturer fails to 
continue to expand his level of production so long as the worth of another 
unit of input in other uses is less than the worth of the contribution it 
would make here. The adjustment most consistent with consumer prefer- 
ences (and with increasing the opportunities for workers who might 
become, or already are, skilled clock makers) would be at 10 units of 
input, paying wages of $165, and turning out 3,240 clocks. Again, the 
motives of the clock manufacturer are assumed to be the same as those 
^ the hose and the tie manufacturers ; all are seeking to maximize profits. 
But the behavior of the monopsonistic buyer is inconsistent with con- 
sumer interests in the allocating of resources to clock making ; he is cur- 
tailing production of clocks when consumers would rather see more labor 
services used in this way even at the sacrifice of some labor services used 
in making other things. 

A hypothetical firm that buys monopsonistically 
and sells monopolistically 

Finally, we may turn to our fourth acquaintance, the entrepreneur of 
a box factory that is buying the services of skilled box carvers monop- 
sonistically and selling the boxes in monopolistic markets. These carvers 
are assumed to be the only variable agents employed in the factory; 
a unit of input is therefore identical with the input of the services of 
one box carver for the period under consideration. We again follow the 
same procedure of comparing marginal revenues with marginal costs. 
Table 12 4 is a reproduction of Table 10 — 6, but with the addition of 
data on marginal revenues, marginal costs, marginal products, and the 
sale values of these marginal products. 

At any input of skilled carvers short of 7, and associated output of 
boxes short of 2,^4, this entrepreneur would be failing to make the most 
of his opportunities. Expansion w'ould add more to revenues than to 
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costs; marginal revenues from the addition of the sixth or the seventh 
workers to input (with the associated increase in output of boxes) are 
in each case greater than the marginal costs involved. At any production 
level greater than 7 inputs of skilled box carvers (producing 2,^ boxes) 
this manufacturer would be making less profits than would be possible. 
The addition of the eighth and ninth units of input (with the associated 
increases in outputs) adds more to costs than to revenues; that is, in 
these ranges marginal costs are greater than marginal revenues. Mar- 
ginal analysis tells us that his most profitable level of production will 
be employing 7 box carvers, turning out 2,604 boxes. Once more our 
conclusion arrived at through marginal analysis is the same as that 
that we would reach by direct comparisons between total revenues and 
total costs. 

In maximizing his profits the manufacturer of boxes is acting incon- 
sistently with consumer preferences for two reasons: He is curtailing 
production in order to charge a higher price for his boxes, and he is cur- 
tailing production in order to pay lower wages to carvers. The sale 
values of marginal products are greater than marginal revenues ; and the 
average expenditures are less than marginal costs. He therefore fails to 
employ workers whose worth elsewhere is less than the marginal revenues 
they would bring to him; and he fails to expand outputs when the addition 
to his costs would be less than the worth of the added product to con- 
sumers. The “ideal” level of production would be with the employment 
of 10 units of input, paying wages of $165 and turning out 3,240 boxes 
for sale at a price of $1.55 each; but this would not bring the box manu- 
facturer profits as great as he can get by curtailing production to an 
input of 7 paying wages of $135 and turning out 2,604 boxes for sale at 
$1.90 each. Again he is acting, like other entrepreneurs, to maximize his 
profits; but in so acting he is behaving inconsistently with the interests 
of consumers (and of workers) in both the market in which he sells and 
the market in which he buys. 

Graphic Representation of Marginal Input Adjustments 

The contrast between purely competitive situations and those in which 
nonopolistic or monopsonistic conditions are present is brought out 
irividly by the use of graphs. Figure 12 — 1 gives a set of smoothed graphs 
"or hypothetical situations combining different sets of conditions on the 
juying and the selling sides of the firm’s contact with the market. The 
lorizontal axis on these graphs is marked off by units of input. The 
!urves indicate the marginal costs, average expenditures, marginal 
•evenues, and sale values of the marginal products at each input level. 
Vt an input of 100 units, for example, the marginal cost curve indicates 
he difference between total costs when 99 and when 100 units of input 
ire. employed. 

Figure 12 — lA represents a purely competitive firm. One curve 
[MC; AE) represents both marginal cost and average expenditure, and 
ince average expenditure does not change with changes in inout this 
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curve appears as a horizontal line. The other curve (MR; SV) repre- 
sents botJi marginal revenue and the sale values of the marginal prod- 
ucts. If it were possible to add inputs a fraction at a time, this firm 
would maximize profits by adjusting to the point at which the two curves 
intersect; any point short of that indicates that additions to cost would 
be less than additions to revenue, whereas beyond the intersection the 





Fig. 12 — 1. Input adjustments. 

reverse situation appears. This most profitable, purely competitive ad- 
justment is also that which is consistent with allocating resources in 
accordance with consumer preferences. So long as the worth to con- 
sumers of the product added by another unit of input (the sale value 
of the marginal product) is greater than the worth of another unit of 
input in alternative uses (the average expenditure) production is ex- 
panded. 

Figure 12 — ID is the other extreme, of the monopsonistic buyer selling 
monopolistically. Assuming inputs can be varied a fraction at a time, 
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his most profitable adjustment would be where the marginal cost and the 
marginal revenue curves intersect. This is short of the point where 
average expenditure equals the sale value of the marginal product for two 
reasons: because he is curtailing production in order to raise the price of 
what he sells, and because he is curtailing production in order to lower 
the price of what he buys. For both reasons his behavior is inconsistent 
with the allocating of resources in accordance with consumer preferences. 
The “ideal’’ adjustment from this point of view would be where the aver- 
age expenditure and the sale value of marginal product curves intersect. 
A comparison between the “ideal” and the most profitable adjustments 
^ves a clear visual evidence of the curtailment involved in the monopo- 
listic-monopsonistic position of the firm. 

Figures 12 — IB and 12 — 1C are intermediate cases. Curtailment in 
the case of the monopolistic seller who buys productive services in purely 
competitive markets is illustrated in Figure 12 — 1C; he cuts down his 
level of production in order to boost his price (marginal revMiue is less 
than the sale value of the marginal product) . Curtailment in the case 
of the monopsonistic buyer who sells his product in a purely competitive 
market is illustrated in Figure 12 — IB ; he cuts down his level of produc- 
tion in order to lower the prices he pays for productive services (marginal 
cost is greater than average expenditure). The difference between the 
ideal and the most profitable adjustments again show up clearly. 



CHAPTER 13 


Analysis of Marginal Adjustments in 
Terms of Outputs 


Thus far our marginal analysis has been focused on the shifts which 
occur in the inputs of firms, while the associated outputs were only indi- 
rectly considered. But frequently it is important to have a means of 
focusing on the output side of the adjustment. In looking primarily at 
inputs we emphasize the allocation of resources to one use or another; 
in looking at outputs we study the same thing, but with a focus on what 
it is that ultimately is likely to get produced and in what quantities. 

e may want to know, for example, how much will be offered for sale 
by purely competitive sellers of raw cotton at various market prices for 
cotton, or by monopolistically competitive sellers of canned peas at 
various general levels of prices for peas. We may be interested in the 
effects of a tax of 5 cents on admissions to movies or of 3 cents per 
package of cigarets. These questions could be answered by the use of 
the analysis of Chapter 10 and the marginal analysis as presented in 
Chapter 12, that is by making comparisons between marginal revenues 
and marginal costs; but such questions are more easily answered by the 
use of another kind of marginal analysis, by comparing the addition to 
cost per unit added to output with the addition to revenue per unit added 
to output. The first of these is called marginal unit cost, and the second 
is called marginal unit revenue. 

Examination of Concepts 

Deriving figures for marginal unit cost and marginal unit 
revenue from discontinuous production data 

If outputs could be increased or decreased one unit at a time, then 
finding marginal unit cost and marginal unit revenue would be a very 
simple matter. The marginal unit cost at the one thousand and first 
can of peas would be the difference between the total cost of producing 
1,000 cans of peas and 1,001 cans of peas; the marginal unit revenue at 
the one thousand and first can of peas would be the difference between 
the total revenue from selling 1,000 cans of peas and 1,001 cans of peas. 
Unfortunately for students of economic^ production adjustments are not 
made in that way. The manufacturer of^candy bars does not ask whether 
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he would gain by adding one more candy bar when he is producing 63,257 
bars; rather he considers whether hiring another worker and buying 
another case of raw chocolate would be advantageous, and this would 
probably increase his output of candy bars from, say, 63,000 to 63,500. 
Production adjustments are discontinuous, going in jumps. Marginal 
unit cost is then the addition to cost per bar added in making this 
expansion (from 63,000 to 63,500 units of output). Marginal unit 
revenue is the addition to revenue per bor added in this adjustment. 
Estimates of marginal unit cost and of marginal unit revenue are then 
found in this way: 


1. Marginal unit cost is marginal cost divided by marginal product: 
MTJC — 

2. Marginal unit revenue is marginal revenue divided by marginal 
product: MUR = 


This relationship may be clarified by drawing once more on the same 
extremely simple table we used in defining marginal revenue and marginal 
cost in Chapter 11. We assumed a puzzle maker to have costs and 
revenues as given in Table 11 — 1 of that chapter, and as repeated in 
Table 13 — 1 here. We have added to this table data on marginal unit 
costs and on marginal unit revenues. 


TABLE 13-1 

Htpothbtical Puzzle-Manufactobino Fibm (continued) 



Total 

Total 

Total 

Mar* 
Marginal ginal 

Marginal 

Mar- 

ginal 

unit 

Marginal 

unit 

Input 

product 

cost 

revenue 

product 

cost 

revenue 

cost 

revenue 

4 

1,000 

$400 

$1,000 

? 

$ ? 

$ ? 

$ ? 

$ ? 

5 

1,200 

525 

1,140 

200 

125 

+140 

.63 

+.70 

6 

1,350 

660 

1,215 

150 

135 

+75 

.90 

+.70 

7 

1,450 

805 

1,160 

100 

145 

-^5 

1.45 

-.55 


When the puzzle manufacturer added the fifth unit of input he in- 
creased his costs by $125 (marginal cost), which amounted to $.63 per 
puzzle added to output. This $.63 is found by dividing the marginal 
cost of $125 by the marginal product of 200 puzzles. The expanded sales 
resulting from adding the fifth unit to input resulted in an increase of 
$140 in'revenue (marginal revenue), which amounted to $.70 per puzzle 
added to output, and hence to sales. This $.70 is found by dividing 
$140 by the marginal product of 2(X) puzzles. The other figures for 
marginal unit cost and marginal unit revenue are derived in the same way. 
When marginal revenue is negative, marginal unit revenue will of course 
be negative also. 

The relation between marginal unit revenue and average revenue 

Under ^purely competitive conditions marginal unit revenue and average 
revenue wdl he equal. This occurs for the same reason that under purely 
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competitive conditions, marginal revenue and the sale value of the 
marginal product are equal. When a purely competitive firm expands 
its sales it adds to revenue exactly the price of the additional units times 
the number of units added. No lowering of price is involved. 

Under monopolistic selling conditions, marginal unit revenue will gen- 
erally be less than average revenue. This occurs for the same reason 
that under monopolistic conditions marginal revenue is less than the 
sale value of the marginal product. When a monopolistic firm expands 
its sales it must lower the price charged; therefore the reduction of revenue 
received per unit of sales ( average revenue) is set off against the addition 
to revenue which comes from selling more units. 

The relations between marginal unit revenues and average revenues in 
different market situations- may be clarified by some very simple algebra: 


Let AR = Average revenue 
M U R = Marginal unit revenue 

(S F = Sale value of marginal product 
M R = Marginal revenue 
M P = Marginal product 

By definition: (1) M U R ^ 

(2) SV = ARXMP\ therefore AR = 

Under purely competitive conditions: 

SV = MR 

Under monopolistic conditions: 

SV>MR 

and AR>MUR 

MP^MP 


SV_ 

MP 


If outputs could be expanded continuously, one unit at a time, marginal 

A//? 

product would be one. In such a = and MR ; in 

such a case SF is identical with AB, and MR is identical with MUR. 

Just as the relation between marginal revenue and the sale value of 
marginal product were shown graphically in terms of units of input, so 
marginal unit revenue and average revenue may be plotted on a graph 
marked off by outputs. This has been done in Figure 13 — 1. Under 
purely 'Competitive conditions the average revenue and marginal unit 
revenue curves coincide in a horizontal line at the market price. Under 
monopolistic conditions, marginal unit revenue falls consistently below 
average revenue, and both slope down to the right. 


Failure of marginal output analysis to discriminate between 
pure competition and monopsony in buying 

This output-oriented comparison between marginal unit revenue anA 
average revenue (price) on the selling side is simply another way of 
looking at the relation between marginal revenue and the sale value of 
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Fig. 13 — 1. Average revenue ond marginal unit 
revenue of a hypothetical firm. 

the marginal product. But the analogous comparison between marginal 
cost ana average expenditure on the buying side cannot be expressed in 
terms of outputs. There is no direct way of comparing marginal unit 
costs with the prices of units of input (average expenditure), since mar- 
ginal unit cost is expressed in terms of units of output while average 
expenditure is expressed in units of input. Analysis by the use of mar- 
ginal unit cost and marginal unit revenue figures therefore fails to dis- 
criminate between purely competitive and monopsonistic situations in 
buying. Instead of having four sets of conditions to consider in applying 
this marginal output analysis, we have only two: purely competitive 
sellers (whose buying positions are not distinguished) and monopolistic 
sellers (whose buying positions are not distinguished) . 

Finding the Most Profitable (or Least Unprofitable) 
Output by Comparing Marginal Unit Revenues 
and Marginal Unit Costs 

In order to illustrate the nature of the comparison between marginal 
unit revenues and marginal unit costs in arriving at conclusions concern- 
ing the most profitable adjustment of production, we shall call once more 
bn the hypothetical entrepreneurs who have served us in preceding 
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chapters. We might illustrate the purely competitive output adjustment 
by taking either the hose manufacturer or the clock manufacturer; we 
shall choose the hose manufacturer. We might illustrate the monopolistic 
output adjustment by taking either the tie manufacturer or the entre- 
preneur of the box-making firm; we shall choose the tie manufacturer. 
Data for these firms are once more reproduced in Tables 13—2 and 13—3, 
with figures added for marginal unit revenues and marginal unit costs. 

By running down the table representing the purely competitive hose 
manufacturer (Table 13 — ^2) we find that marginal unit revenue exceeds 
marginal unit cost at all outputs up to and including 3,300 pairs of hose 
(with an input of 11) ; it is less than marginal unit cost at greater outputs 
than this. Again we arrive at the conclusion that the most profitable 
output for the hose producer is 3,300 pairs (produced by 11 units of input) . 
This is not surprising. Since marginal unit revenue is marginal revenue 
divided by marginal product, and marginal unit cost is marginal cost 
divided by the same marginal product, it must follow that whenever 
marginal revenue exceeds marginal cost, marginal unit revenue will exceed 
marginal unit cost. Marginal unit revenue is the amount by which 
revenue is increased per unit added to output, and marginal unit cost is 
the amount by which cost is increased per unit added to output. If by 
expanding the entrepreneur can increase revenue per unit added to out- 
put by more than he increases cost per unit added to output, he would 
clearly be able to improve his position by shifting to the higher level of 
production. On the other hand expansion would be unwise if it would 
increase cost per unit added to output more than it would increase 
revenue per unit added to output. 

By running down the table representing the monopolistic seller of ties 
(Table 13 — 3) we find that marginal unit revenue exceeds marginal unit 
cost at all outputs up to and including 2,908 ties (with an input of 8) ; 
it is less than marginal unit cost beyond this point. Again our conclu- 
sions check with those arrived at in previous examinations of this firm. 

We may now note an important difference between these two firms. 
In the case of the purely competitive seller marginal unit revenue equaled 
average revenue, or selling price ; we could therefore have found the most 
profitable adjustment for the purely competitive seller simply by com' 
paring market price with marginal unit costs at various output levels. 
The purely competitive seller would expand output so long as marginal 
unit cost was less than selling price. The importance of this fact will 
become more evident as we proceed with studies of market adjustments. 
Here it is sufficient to say that this is the counterpart of the relation 
between marginal cost and the sale value of the marginal product, and 
it indicates behavior consistent with consumer interests in the selling side 
of the firm’s activities. In the case of the monopolistic seller, on the other 
hand, marginal unit revenue is always less than average revenue, and 
the firm therefore curtails output when further expansions would still 
involve marginal unit costs less than the price at which the greater output 
could be sold. 
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The Relations Between Marginal Unit Costs and Other 

Cost Data 

By making the simplifying assumption that outputs can be varied con- 
tinuously (one unit or even fractions of a unit at a time) , it is easy to 
show the relation between marginal unit costs and total unit costs and 
the relation between marginal unit costs and variable unit costs. 

The relation between marginal unit costs and variable unit costs 

Variable unit cost is simply an average; it is the variable cost at a 
given output divided by the number of units in that output. This con- 
cept was presented in some detail in Chapter 7 and was used in Chapter 
10. Suppose now that output is increased by one unit; the addition to 
cost involved is then marginal unit cost: it is an addition to variable costs. 
If this addition to variable cost is greater than the previous average 
(the previous variable unit cost) it will pull that average up. If this 
addition to variable cost is less than the previous average, it will pull 
that average down. Thus whenever marginal unit cost is above variable 
unit cost, variable unit cost must rise; whenever marginal unit cost is 
below variable unit cost, variable unit cost must fall. This is exactly 
what happens in the firms represented by the data of Tables 13 — 2 and 
13--3. 

The relation between marginal unit cost and total unit cost 

Total unit cost is also an average; it is the total cost at a given output 
divided by the number of units in that output. When something is added 
to cost, it of course increases total cost, just as it increases variable cost. 
Suppose again that output is increased by one unit. If the addition to 
cost resulting (marginal unit cost) is greater than the previous average 
(total unit cost) it will pull that average up ; if it is less it will pull that 
average down. Thus whenever marginal unit cost is above total unit 
cost, total unit cost must rise; whenever marginal unit cost is below total 
unit cost, total unit cost must fall. This relation is also illustrated by 
the data of Tables 13 — 2 and 13 — 3. 

Cost-Output Curve Analysis and Short-Run 
Adjustments of the Firm 

Presentation of cost and revenue curves 

Graphic analysis representing output adjustments of the firm in the 
short run was presented in some detail in Chapter 10. There was one 
major gap in that graphic analysis, however. There was no way of 
showing clearly on the graph what the most profitable output would be ; 
we simply had to read that from the table by looking for the level at 
which profits would be greatest (or losses least) and then apply our 
knowledge to construction of the graph. Now that we have introduced 
the concepts of marginal unit cost and marginal unit revenue we have 
filled that gap in om graphic presentation. By drawing in curves to. 
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represent marginal unit costs and marginal unit revenues at various out- 
puts we can determine graphically what the most profitable, or the least 
output will be. So long as marginal unit revenue is greater 
n marginal unit cost, it will pay to expand; but if marginal unit 
revenue is less than marginal unit cost, then curtailment of output would 
improve the position of the firm, wouia 



OUTPUT U4 TMOUaA.WOS 


Fig. 13 — 2A. Purely competitive firm operates at a profit. 
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If we make the simplifying assumption that outputs can be varied one 
unit (or a fraction of a unit) at a time, the curves are smooth. More- 
oyer, we can then find the most profitable output level from the point 
of intersection of the marginal unit revenue and the marginal unit cost 
eurves. At any OTtput short of this point marginal unit revenue is 
greater than marginal unit cost, and the firm could improve its position 
by expanding; at any output greater than this, marginal unit revenue 



Mue ' 


Fig. 1 3 — 3A. Monopolistic firm operates at a profit. 

is less than marginal unit cost, and the firm could improve its position by 
reducing its output. 

Here we have drawn some hypothetical cost and revenue curves ex- 
pressed in relation to units of output, assuming that it is possible to vary 
outputs by one unit (or by fractions of a unit) at a time. The marginal 
unit cost curves cut the total unit cost curves at their lowest points, and 
they cut the variable unit cost curves at their lowest points. This must 
be true if the graphs are drawn correctly, because of the relations de- 
scribed above. The average revenue curve for a purely competitive 
seller :e a horizontal line, indicating that whatever his output he will 
get the going market price ; and since marginal unit revenue and average 
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revenue coincide under purely competitive selling conditions, there is only 
one revenue line in the graphs representing the purely competitive firm®. 

There are, however, two separate revenue curves for the monopolist; 
marginal unit revenues are below average revenues at all output levels. 

Figure 13 — 2A and Figure 13 — 2B represent purely competitive sellers; 
the first can make a profit, the second will operate at a loss. These figures 
are analogous to Figures 10—1, l(L-2, and 10—3; and for an explana- 



tion of them the reader may turn back to that analysis. The only addi- 
tional feature, albeit an important one, is the addition of the marginal 
unit cost curve which makes it possible to determine graphically what will 
be the most profitable (or the least unprofitable) output. The inter- 
section of this curve with the average revenue-marginal unit revenue line 
indicates the most profitable output level. 

Figures 13 — 3A and 13 — 3B represent monopolistic sellers; the first 
can make a profit, the second will operate at a loss. These figures are 
analogous to Figures 10 — 4 and 10 — 5. Here two new curves are added, 
marginal unit revenues and marginal unit costs; the most profitable 
output is found graphically by determining the point of intersection ofr 
these curves and then reading from the graph the output at which thiu 
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intersection appears. At any output less than this the firm could add 
more to revenue than to cost by expanding; but increases of output 
beyond this point would add more to costs than to revenues. Again, 
interpretation of the other features of the graph may be facilitated by a 
review of the discussion in Chapter 10. 

Maxinnum profit (or minimum loss) output and 
the least-cost-combination 

Figure 13 — 2A illustrates the relation between the maximum profit 
output and the least-cost-combination, which was remarked upon in 
Chapter 10. Let us assume outputs to be continuously variable. Then 
whenever selling price is above lowest total unit cost in a purely competi- 
tive firm, so that profits are obtainable, the output adjustment must be 
beyond the least-cost-combination point; this is true because a purely 
competitive entrepreneur will continue expanding production until mar- 
ginal unit cost equals average revenue (or selling price). When mar- 
ginal unit cost is below total unit cost it pulls total unit cost down; when 
marginal unit cost is above total unit cost, total unit cost will rise. 
Therefore the point at which marginal unit cost and selling price are 
equal in a profitable purely competitive firm must be beyond the upward 
turn of total unit cost; it is only in this range that marginal unit cost 
will rise high enough to equal the high level of selling price. 

Figure 13 — 2B illustrates the relation between minimum loss output 
and the least-cost-combination, which was also noted in Chapter 10. 
Again we assume outputs to be continuously variable. Whenever selling 
price is below the lowest total unit cost in a purely competitive firm, the 
output adjustment miist be short of the least-cost-combination point. So 
long as marginal unit cost is less than total unit cost, total unit cost will 
be falling; and it is clearly only in the range in which marginal unit 
cost is less than total unit cost that it will equal a selling price less than 
the lowest total unit cost. In attempting to minimize losses the entre- 
preneur will therefore find that his most favorable position, where mar- 
ginal unit cost is equal to average revenue (selling price) , is short of the 
least-cost-combination point. 

In a profitable monopolistic firm it is entirely possible that marginal 
unit cost and marginal unit revenue might intersect either before or beyond 
the least-cost-combination point. In the case cx a monopolistic seller 
operating at a loss, however, the least unfavorable output adjustment 
will inevitably be short of the least-cost-combination position. It is 
only when there is no output at which average revenue is above the 
associated total unit cost that a monopolistic seller would be unable to 
make a profit. If an average revenue curve lies below the total unit cost 
curve at all points, the associated marginal unit revenue curve must lie 
even lower; marginal unit cost and marginal unit revenue must then 
intersect at an output level short of the least-cost-combination output.^ 

1 Assuming a downward sloping average revenue curve. 



Part III 


PURELY COMPETITIVE 
MARKET ADJUSTMENTS 

PREAMBLE 

If the entire economy were purely competitive, the study of economics 
would be very simple. But the economy is not that way. Then why 
do we not just forget about pure competition and start out with the way 
the economy really is? The answer to that question is very simple: the 
economy is too complex. We do not want to spend our lives on a host of 
details about economic matters and come out with a long list of infinitesi- 
mal facts that do not help us a whit in understanding the effects of 
excise taxes and tariffs and work relief and wage legislation and a lot of 
other important things. Pure competition is just one of the simplified 
models that help us trace a thread of understanding of economic adjust- 
ments. It is an especially satisfying model, because it gives us clues 
about the whole of the economy, whereas our other models come in smaller 
pieces , it is also an especially satisfying model because if an economy were 
to be completely competitive it would do remarkably efficiently the job of 
giving consumers the things they prefer. It is a dangerous model if we 
forget that it gives only a partial and inaccurate picture of actual eco- 
nopiic adjustments. 

There are two reasons, then, for doing a lot of talking about pure 
competition. First, in many respects the economy is almost like what 
it would be if it were purely competitive; and it is a lot easier to start 
by describing pure competition than to describe the economy the way it 
actually is. We draw a map giving some important points; then later 
we put other things on the map, such as monopsony and monopoly and 
oligopoly and oligopsony and quality competition. Second, consumers 
would come out remarkably well in a purely competitive economy; in 
that respect it provides a useful model with which we can compare some 
of the things that happen in other kinds of situations. It gives us ideas 
as to what we might do about some of the things we don't like in the way 
the economy actually works. Especially it gives us ideas about possi- 
bilities of raising planes of living and getting produced the things we 
want most, instead of the things we do not want so much, or even (some- 
times) instead of nothing at all. 
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CHAPTER 14 


Pure Competition and the Law of 
Supply and Demand 


Thebe is something almost magical about the way in which market price 
is determined in a purely competitive industry. Nobody seems to have 
anything to do with it; the farmer follows the price quotations that seem 
to be made by somebody else, and the buyer of the farm products fre- 
quently looks at it in the same way. Although in some cases he has « 
considerable control over price, frequently the retailer will simply say 
that “prices have gone up,” or ^‘prices have dropped”; he has changed 
his prices in line with the general market, but he has no idea that he is 
responsible for this general market change. Individually of course he 
is not responsible. Yet somehow prices get changed. Through the ac- 
tions of hundreds and thousands of individual buyers and sellers, prices 
are pushed up and down, tending always toward a point at which the 
amount buyers want and the amount sellers offer will be equal. Price 
is somehow pushed up when buyers want more than sellers offer, and it is 
somehow forced down when buyers want less than sellers offer. It is 
this interesting process that is so often glibly described as the “law 
of supply and demand.” Actually the “law of supply and demand” is 
nothing more than a statement of tendencies toward an equilibrium 
position in a purely competitive market. When adjustments have been 
made so that no single individual can, within the available opportunities, 
improve his position, the situation is stabilized; an equilibrium is attainecL 
Changes will occur so long as this is not the case. 

A schedule of the amounts buyers will take at various prices is called 
a “demand schedule”; analogously, a schedule of the amounts sellers will 
offer at various prices is called a “supply schedule.” A change in demand 
involves a shift from one demand schedule to another; a change in supply 
involves a shift from one supply schedule to another. Demand curves 
generally slope down to the right: more will be taken at low than at 
high prices. Supply curves generally slope up to the right: less will be 
offered at low than at high prices. 

The concepts of demand and supply are meaningful only in a pcmteiy 
competitive situation. Supply is a set of amounts that will be ofiEerad 
at each of a series of prices, assuming the seller has no power to raise tho 

207 



208 THE LAW OF SUPPLY AND DEMAND 

Tprice. Demand is a set of the amounts that are wanted at each of a 
series of prices, assuming the buyer has no power to lower the price. 
Purely competitive firms are sellers whose offerings make up supplies; 
they are also buyers demanding services and products from others. They 
sell to other firms and to ultimate consumers; they buy from other firms 
and from owners of “primary productive resources” such as labor and 
natural resources, A study of the way in which market adjustments 
would be made in situations approximately purely competitive requires 
examination of the factors lying back of these various demands and 
supplies. 

Consumer demand has already been studied in some detail in Chapter 
3. Examination of purely competitive supplies of the services of primary 
productive agents such as labor will be deferred until a later part of this 
book; for the present we merely assume an upward sloping curve with 
more offered at high than at low prices. In the present chapter, more- 
over, we shall merely accept the proposition that supplies of goods 
offered by firms are characterized by larger offerings at higher prices, 
and that demands by firms are characterized by smaller takings at 
higher prices. The examination of these propositions will be undertaken 
in the following chapters. Here we shall merely undertake a brief out- 
line of the processes involved in the functioning of the “law of demand 
and supply,” without answering the important question as to what lies 
back of the demand or the supply. 

Adjustment Toward Competitive Equilibrium 

A market is in equilibrium at a price at which the amount offered by 
sellers in the aggregate equals the amount buyers in the aggregate will 
take. How does the behavior of the large mass of individual buyers 
and sellers lead toward this position? 

Suppose supply and demand to be as indicated in Table 14—1: 

TABLE 14—1 


Supply and Demand fob Commodity A 


Amount offered 

Price 

Amount wanted 

1,000 

$1.00 

4,000 

1,600 

2.00 

3,600 

2,100 

3.00 

3,200 

2,800 

4.00 

2,800 

3,740 

6.00 

2,400 

4,676 

6.00 

2,000 

6,610 

7.00 

1,600 


If competing sellers were to start experimentally at a price of $5.00, 
what would happen? At $5.00, 3,740 units will be offered for sale, but 
only 2,400 units will be taken. Sellers find their stocks moving very 
slowly, and simultaneously a large number of them “shade” price down- 
ward ever so slightly. If only one of them did this he would get all the 
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trade he wanted and more too, but in fact a lot of sellers are in the same 
position and they move more or less simultaneously. This general move- 
ment brings the market price down. As the price is lowered new buyers 
appear and buyers already in the market increase their purchases. This 
process will continue until price drops to a level at which all willing sellers 
can find buyers for their goods. There will be no reason for any seller 
to cut price farther . 

If, on the other hand, sellers should open with offerings at $3.00, their 
goods would sell very rapidly, since at $3.00, 3,200 units are wanted and 
only 2,100 are offered for sale. Large numbers of buyers unable to get 
goods might bid against each other pushing prices up ; or sellers might see 
that they can get higher prices. With the higher prices sellers’ offerings 
would increase and buyers would take less, until a price is reached at 
which there is no further incentive to change. When this price is 
reached (1) there are no buyers who would like to purchase any more 
than they are now buying at this price, $4.00; no one will offer to pay 
more for additional units; (2) there are no sellers who would like to sell 
any more than they are now selling at this price, $4.00; no one will offer 
goods for less in order to increase his sales. The market is in equilibrium 
at a price of $4.00. At this price the amount offered by sellers in the 
aggregate equals the amount wanted by buyers. 

This situation is presented graphically in Figure 14 — 1. Demand is 



Fig. 14 — 1. Equilibrium between demand and supply. 


represented by the curve DD, supply by the curve SS. At a price of 
$4.00 the market is in equilibrium. At any higher price (say $5) the 
amount offered, Qi, is greater than the amount buyers will take, T^: sellers 
will cut prices in order to sell their goods. At any lower price, say $3.00, 
the amount wanted, T^, is greater than the amount offered, Qg, and the 
price will be bid up. The price at which the amount offered and the 
amount wanted are equal is the equilibrium price. 
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Effects of Changes in Demand or Supply on 
Equilibrium Price and Quantity 

In th© light of this discussion of the competitive pricing process, the 
effects of a change in demand or supply on price and quantity sold can 
be readily seen. The simplest way of showing these effects is by the 
use of graphic representation. 

Changes in demand , 

Suppose the initial supply and demand to be as represented in Figure 
1^1. These curves have been duplicated in Figures 14—2 and 14—3. 
Figure 14 — 2 also shows an increased demand represented by It 



is greater than the initial demand because at each price more will 
be taken than before. The new equilibrium position will be at a higher 
price, and a greater amount will be exchanged than before. It takes a 
higher price to attract the additional offerings of sellers, and this higher 
price will be offered by buyers who would otherwise (at the price P^) 
have been unsuccessful in obtaining the desired goods. Conversely the 
demand D^Ds is less than the initial demand D^D^, and in this case 
equilibrium price will be lower than before and the amount sold will be 
less. Sellers finding that they cannot sell all they wish to at the initial 
price will undercut until the new equilibrium position is reached. 

Changes in supply 

In Figure 14 — 3, the supply curve represents an increase over the 
initial supply S^Si (more will be offered at each price than before) ; the 
assoeiated new equilibrium price will be lower than before and the 
quantity exchanged will be greater; the supply curve S^Ss, which repre- 
sents a smaller supply than the initial curve will tead to a new 
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equilibrium price higher than before, and a smaller quantity will be 
exchanged than was exchanged when supply was S^S^. The reasons are 
again those that have been described as determining equilibrium. 

Changes in both demand and supply 

If both supply and demand change there will of course be a new 
equilibrium associated with the new seller and buyer positions. Effects 



Fig. 14—4. Simultaneous changes in demand and supply. 


of such changes on price may work in the same or in opposite directions ; 
effects on quantity exchanged may similarly be mutually supporting 
or neutralizing. If both demand and supply increase no doubt the 
quantity exchanged will increase, but price may go either up or down, 
depending on whether the change in demand or the change in supply 
has had the greater price effect. If both demand and supply decrease the 
results will be diminished quantity exchanged, and again an indetermi^ 
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nate effect on price. If demand increases and supply decreases, price 
will certainly rise, but the quantity exchanged may either increase or 
diminish depending on whether the change in demand or the change in 
supply had the greater effect. If the demand decreases and supply in- 
creases, price will certainly fall, the quantity exchanged may again either 
increase or diminish. Some of these variations are illustrated in Figure 
14 — 4; in this figure conflicting price effects exactly balance out, and so 
also do conflicting quantity effects. 

Price and quantity variability 

Responses to a change in demand or to a change in supply may be 
primarily in price or primarily in quantity. If demand is highly elastic, 
this means that consumers respond readily to price changes by dropping 
out of the market when prices are raised a little and by coming in and 
increasing purchases when prices are lowered a little. As a result, most 
of the adjustment to changes in supply will be adjustments in quantity 
taken if demand is highly elastic. If demand is inelastic the adjustments 
will take place primarily in price. Similarly, if sellers respond readily 
by greatly increasing their offerings with slight increases in price, or 
by heavy withdrawals with slight price drops, the adjustment to demand 
changes will be largely in the quantity exchanged. If sellers are quite 
unresponsive to price in their offerings (if supply is very inelastic) , then 
adjustments to demand change will take place largely through shifts in 
price. 

The Difficulties of Price Fixing 

The tendency toward an equilibrium price which has just been de- 
scribed is one of the simplest and most fundamental of economic processes. 
Efforts to fix prices above or below the equilibrium level lead to many 
difficulties, which have been summed up by some fatalists in the words 
''you cannot repeal the law of supply and demand.” It is, however, 
quite possible to change the price if you do something to the supply or 
the demand or if you intervene with elaborate administrative regulations 
in the markets. 

Attempts to fix prices above an equilibrium level have not been un- 
common; minimum wage legislation is under some circumstances such an 
attempt, and the entire program designed to raise prices on commodities, 
such as wheat and cotton in the United States and coffee in Brazil, are 
also examples. Let us consider what would happen if the government 
stepped in under pressure from wheat farmers and issued a decree that 
wheat should not sell below $1.25 a bushel, while the equilibrium price 
in the market was $1.00. The demand for and supply of wheat might be 
as indicated in Figure 14 — 5. 

When the government sets the price above the equilibrium level, con- 
sumers curtail their consumption of wheat from 200 to 180 million bushels 
and at the same time fanners are encouraged to increase their production 
of wheat to 230 million bushels since the government has promised them 
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higher prices. There are only two direct ways in which this high price 
can be maintained: (1) The government can buy large quantities of wheat 
to make up the difference between farmers’ offerings and consumers’ 
purchases ; or (2) it can step in with some kind of control on the actions 
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Fig. 14 — 5. Fixing of a price above 
equilibrium. 

of farmers in producing wheat, thus curtailing their outputs. If the 
first procedure is followed, the government will build up ever-increasing 
wheat stocks and will not know what to do with them; this is just what 
happened to the Federal Farm Board in 1928. The second procedure 
is what was undertaken under the Agricultural Adjustment program of 
the ’thirties. Unless the government undertook to support the high 
price in one or the other of these general ways, the high price would prove 
unenforceable. Farmers unable to find purchasers for their wheat at 
the high price set in the government decree would find ways of getting 
around that price, undercutting until the real price was down to $1.00 
once more. 

On some occasions there is an effort to set maximum prices below the 
equilibrium level, that is, to set a low “ceiling” on the price of a good. 
This is what the government might do for example to the price of bread 
during a war period. Assuming the demand for bread and the supply of 
bread to be as indicated in Figure 14 — 6, the equilibrium price would be 
$.12 a loaf with 6 million loaves sold. But suppose the government were 
to set a price of $.10. If the government were to stop at merely decreeing 
this low price for bread the result would tend to be a curtailing in the 
offering of bread (back to 6 million loaves if the decree were enforced) , 
and this would leave a large body of unsatisfied consumers. Since there 
would not be as much bread 'at $.10 as the million loaves consumers 
wanted to buy, a serious problem would develop in deciding who should 
get the bread. It might be that long queues would form outside the 
stores early in the morning on the days when bread came in, and those first 
in line would get the bread. Perhaps retailers would set a little aside 
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for especially favored customers. In any case the problem of dividing 
tiie bread among the consumers would be a very awkward one and the 
results would probably be very inequitable. As the government became 
aware of these difficulties, its program of holding down the price of bread 
might be made to include either or both of two associated features: (1) 



Fig. 14 — 6. Fixing of a price below 
equilibrium. 

Consumers might be given ration cards permitting them to buy only so 
much bread each; (2) millers of flour might be paid a subsidy by the gov- 
ernment to neutralize the effects of the low prices and encourage the 
production of large quantities of bread. In this way the government 
could substitute consumers’ ration cards for the rationing mechanism of 
a free price system; and it could substitute subsidies paid to millers for 
the price incentives of a free market. If only ration cards were used the 
quantity of bread offered for sale would be cut to about 6,000,000 loaves. 
If the subsidy were great enough to bring in enough bread (6,500,000 
loaves) to fulfill consumer demand at the low price of $.10 a loaf there 
would be no need for the ration cards. In fact the government might 
use both techniques of control; it could thus check somewhat the with- 
drawal of bread from the markets by a moderate subsidy, and divide 
the low-priced bread among consumers through a rationing system. 

Periods of Supply 

The most important factors determining supply are the actual and 
anticipated production costs of the sellers. Which costs will be taken 
into account by sellers will depend on the time period for which they are 
making decisions. A grocer deciding what to do about offerings of fresh 
strawberries on Saturday night will not pay much attention to what he 
had to pay for them, though he would not have purchased them if he 
had not expected to cover these costs. If a farmer is debating whether 
or not to pick strawberries he will consider only the added costs of pick- 
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ing; but if he is deciding whether or not to grow them for next season he 
will plant them only if he anticipates a price which will cover all the costs 
involved in doing so. If a manufacturer is considering whether or not to 
start in business (or expand his plant) he will do so only if he expects that 
prices in subsequent years will cover all the costs involved, but if he is 
considering what his best policy in the short run will be he may continue 
to operate so long as he covers variable costs. The lowest price necessary 
to induce a seller to offer a given quantity for sale will thus depend in part 
on the time period involved. If the time period under consideration is 
very long relative to the production processes in an industry, planned sales 
(outputs) will be based on a consideration of all costs and, looked at in the 
aggregate, the amount to be offered will reflect the entry and withdrawal 
of firms in the industry as well as changes in the quantities offered by 
given firms. If the period planned for is extremely short, only shifts in 
the outputs of existing firms are possible, and only costs which are vari- 
able in the short run will be taken into account. 

A schedule of the amounts which sellers would plan to sell in the long 
run at a series of prices is a long-run supply schedule, A schedule of the 
amounts which they would sell or plan to sell at a series of prices in the 
short run constitutes a short-run supply schedule. Any discussion of 
factors determining the quantities and price of goods must take into 
consideration the differences in seller responses with regard to short-run 
and to long-run plans. 



CHAPTER 15 


The Firm and Short-run Market Adjustments 


Any single firm in a purely competitive situation adjusts its input-output 
policies to given market prices as described in Chapters 10, 12, and 13; 
but, as we indicated in Chapter 14, it is nevertheless the actions of all the 
many individual competitive buyers and sellers that determine what these 
market prices will be. The factors lying back of purely competitive 
consumer demand have already been considered. The present chapter 
considers the short-run determination of purely competitive supplies of 
products offered for sale by firms, and the short-run determination of 
purely competitive demands for the productive services purchased by 
firms. 


The Firm and Purely Competitive Supply 

Aggregate market supply is the sum of the supplies of the individual 
firms that make up the market aggregate. We shall turn first, therefore, 
to the individual firm ; following that analysis we shall look at the aggre- 
gate picture. 

The supply schedule of on individual firm 

The amounts that a particular firm will offer for sale in the short run 
at each of a series of prices for its product will depend on cost conditions 
in that firm. We shall assume the cost conditions of the hypothetical 
hose-manufacturing firm discussed in preceding chapters. In determining 
the short-run supply schedule for this particular firm we then must ask 
two questions with regard to adjustments at each possible price for the 
product: (1) What is the lowest selling price at which the firm will con- 
tinue to operate in the short run? (2) What will be its most profitable 
(or least unprofitable) input-output adjustment at each price above this 
level? When we have answered these two questions we shall know how 
much this firm would offer for sale in the short run at each price for its 
product. 

The quickest way of answering these questions is to use the data which 
express costs in relation to outputs. We have therefore reproduced in 
Table 15 — 1 these selected cost data for our old friend the hose producer. 
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TABLE 16—1 


Sblected Cost Data for a Hypothetical Manufacicrer of Hose 




Variable 

Marginal 

Input 

Output 

unit cost 

unit cost 

1 

100 

$1.00 

$... 

2 

350 

.57 

.40 

3 

702 

.43 

.28 

4 

1,152 

35 

.22 

5 

1,700 

29 

.18 

6 

2,190 

.274 

JJO 

7 

2,604 

.269 

.24 

8 

2,908 

275 

.33 

9 

3,114 

29 

.49 

10 

3,240 

31 

.79 

11 

3,300 

3Z 

1.66 

12 

3,350 

36 

2.00 

13 

3,395 

.38 

222 

14 

3,435 

.41 

2.50 


1. A glance at the figures for variable unit costs immediately reveals 
the fact that at any ptrice below $.269 this purely competitive firm would 
shut down. It would not pay to operate even in the short run at a price 
lower than this, since variable costs could not be covered. Nothing would 
be offered for sale by an enterprise with these costs unless price were at 
least $.269 per pair of hose. 

2. At any price above this level the most profitable output may be 
determined by comparing marginal unit cost with selling price. Since the 
liose are being sold in a purely competitive market this firm does not have 
any power to change price all by itself, and when it expands or contracts 
sales by one pair of hose it simply adds or subtracts the price of a pair of 
hose from its total revenue. Marginal unit revenue equals selling price. 
Output will be expanded therefore so long as marginal unit cost is less 
than price, but not beyond that point. When price is $.30 this hose 
manufacturer would minimize his losses by producing 2,604 pairs of hose 
(employing 7 units of input) . He would not employ the eighth imit of in- 
put because this would increase his costs by .33 per pair of hose added to 
output while his revenue would be increased by only .30 per pair of hose 
added. At a price of .33 it would be a matter of indifference to him 
whether he produced 2,604 or 2,908 pairs of hose ; in order to simplify our 
problem we shall assume that he always selects the larger output if profits 
(or losses) are the same at two levels. At $.48 or more he would employ 
the ninth unit of input, at $.80 or more the tenth, at $1.66 or more the 
eleventh, and so on. 

We are now ready to use these comparisons to set up a schedule that will 
tell us how much this hose manufacturer would offer for sale at each 
selling price over a considerable range. Such a schedule is presented in 
Table 16 — 2. There are big jumps in this schedule owing to the fact that 
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TABLE 15—2 


InomstJAL Sum.T Schebulb fob Pboduct of a HYPOTHBricAtj Firm 

Pnce Amount offered 

S ^6 and under Zero 

3!7 to 32 2,604 

^ to .48 2,908 

.49 to .78 3,114 

.79 to 1.66 3,240 

1.67 to 1.99 3,300 

2.00 to 221 3,350 

2.22 to 2.49 3,395 

2.50 3,435 


outputs can be changed only in jumps, since units of input cannot be 
broken up into small fractions. Frequently, m a concrete situation the 
jumps will not be as striking as this because much smoother adjustments 
will be possible than in our example; but nevertheless there will be some 
stepping-stone adjustment such as is indicated here. These data are 
lepresented graphically in Figure 15 — 1. 



Aggregate short-run supply 

The aggregate supply is the sum of all the individual supply schedules 
of the separate firms such as the one we examined in the preceding pages. 
There is no reason to assume each firm’s supply schedule to be identical 
with the others. In fact the existence of many firms which expand or 
contract their input-output adjustments at different price points results in 
an aggregate supply schedule much smoother than that for the individual 
firm. Suppose the firm of the preceding examples to be regarded as 
Firm A; and that Firms B and C have supply schedules as indicated in 
Table The aggregate offerings of Firms A, B, and C would then 

be as indicated in the total column of Table 15 — 3. In the competitive 
tuarket there will be many more films than this and the aggregate supply 
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TABLE 1&--3 

JPPLT Schedules op Hypothetical Firms A, B, and C 


p 

Output A 

Output B 

Output C 

Aggregate 
A + B + G 


Zero 

Zero 

Zero 

Zero 

.30 

2,604 

Zero 

Zero 

2,604 

.40 

2,908 

1,000 

Zero 

3,908 

.50 

3,114 

1,000 

1,200 

5,314 

.60 

3,114 

1,612 

1,200 

5,926 

.70 

3,114 

1,612 

1,915 

6,641 

.80 

3,240 

1,612 

1,915 

6,767 

.90 

3,240 

1,612 

1,915 

6,767 

1.00 

3,240 

2,104 

1,915 

7,259 

1.10 

3,240 

2,104 

2,532 

7,875 

1.20 

3,240 

2,104 

2,532 

7,875 

1.30 

3,240 

2,500 

2,532 

8,272 

1.40 

3,240 

2,500 

2,532 

8,272 

1.50 

3,240 

2,500 

2,975 

8,715 

1.60 

3,240 

2,815 

2,975 

9,030 

1.70 

3,300 

2,815 

2,975 

9,090 

1.80 

3,300 

2,815 

3,250 

9,365 

1.90 

3,300 

3,050 

3,250 

9,600 

2.00 

3,350 

3,050 

3,407 

9,807 

2.10 

3,350 

3,198 

3,407 

9,955 

2.20 

3,350 

3,198 

3,503 

10,051 

2.30 

3,395 

3,198 

3,573 

10,166 

2.40 

3,395 

3,282 

3,573 

10,250 

2.50 

3,435 

3,282 

3,615 

10,332 


schedule will therefore look much like the relatively smooth curve of 
Figure 15 — 2. 



Fig. 1 5 — 2. Hypothetical aggregate supply curve. 


Preliminary statement of the pricing of the products 
of purely competitive firms 

The price that will actually tend to prevail in the market for the product 
of these purely competitive firms will depend both cn how they would 
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react at each possible price (supply) and on how buyers respond at 
different prices (demand) . The market price that would tend to prevail 
will be that at which the amoimt buyers, in the aggregate, want is equal 
to the amount sellers, in the aggregate, offer; this adjustment was analyzed 
in Chapter 14. 

The Firm and Purely Competitive Demand for 
Productive Services 

In analyzing supplies we assumed a given set of cost conditions. 
Analogously, we may assume some given market price for a product, and 
consider what, under these conditions, would be the demands of purely 
competitive firms for the productive services that they employ. 

The preliminary assumption that a unit of input contains 
one productive agent only 

As a first approach to the problem of the pricing of productive services, 
a simplifying assumption will be very helpful. We shall assume that a 
unit of input contains the services of one productive agent only. A unit 
of input might, for example, be the labor of an unskilled worker for one 
week. The demand of a firm and the aggregate demand of many firms 
for units of input is then a demand for that particular productive service. 
This amounts to assuming that all productive agents but one are fixed. 
This assumption was made in studying the clock manufacturer of previous 
chapters; we now apply it to our hose manufacturer as well. 

This is a convenient departure from previous assumptions that each 
unit of input was made up of a “package” of variable agents which was 
unchanged in composition, in that it enables us to think in terms of the 
demand for a particular productive service instead of demand for a com- 
posite unit or package of productive services. Later we shall take into 
account the other services that will also be employed by a firm. 

The demand schedule of an individual firm 

The amounts of a productive service (let us say labor) that a particular 
firm will take at each of a series of prices for that service (wages) will 
depend on the revenue opportunities open to that firm. We shall there- 
fore assume the price that can be obtained from the sale of hose to be 
$1.80 per pair. The question is now: What quantities of labor will this 
firm employ at different wage rates? The answer to this question depends 
on two things: (1) the highest input price (wage level) at which the firm 
will continue to operate; and (2) its most profitable (or least unprofitable) 
input-output adjustment at each input price below this level. These are 
analogous to the two facts we looked for in determining the adjustment of 
the firm to different selling prices for its product. This time, however, we 
are taking as given the selling price of $1.80 per unit of output (average 
revenue) and considering what the firm will do at various prices of a unit 
of input (average expenditmel. 
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1. In order to determine the highest input price (wage) at which the 
firm will continue to operate, we need to find some kind of comparison 
analogous to that between average revenue, or selling price, and variable 
unit cost. Average expenditure, or the price of a unit of input, is obvi- 
ously one of the needed data. If we assume inputs to be labor only, this 
average expenditure is a wage. Then if there is any adjustment at which 
the revenue per worker will exceed the wage that must be paid per worker 
this firm will operate ; otherwise it will shut down and no workers will be 
hired. Putting this in more generalized terms ; if there is any 'production 
level at which the revenue per unit of input exceeds the price per unit of 
input ( average expenditure), continuing operation in the short run will 
pay. Revenue per unit of input is, of course, total revenue divided by the 
number of units of input. These figures are given in Table 15 — 4. The 

TABLE 15—4 



Total revenue 

Revenue 


Input 

( when average 

per unit 

Marginal 

revenue is 1 BO) 

of input 

revenue 

1 

$ 180 

$180 

$... 

2 

630 

315 

450 

3 

1,264 

421 

634 

4 

2,074 

515 

810 

5 

3,060 

612 

986 

6 

3,942 

657 

882 

7 

4,687 

655 

745 

8 

5,234 

654 

547 

9 

5,605 

623 

371 

10 

5,832 

583 

227 

11 

5,940 

540 

108 

12 

6,030 

503 

90 

13 

6,111 

470 

81 

14 

6,183 

442 

72 


input, total revenue, and marginal revenue data are taken from previous 
tables describing the revenue position of a hypothetical purely competitive 
hose manufacturer when hose are selling at 11.80 a pair. The column 
headed “revenue per unit of input" is found by dividing inputs (column 1) 
into the associated total revenues (column 2) . 

With a glance at Table 15 — 4 we may now conclude that the highest 
wage at which this firm would continue to operate in the short run is 1657. 
At any wage higher than this the revenue obtained per worker would be 
less than the wages paid per worker; revenue per unit of input would be 
less than the price per unit of input. Under such circumstances this hose 
manufacturer would be unable to cover variable cost and would shut 
down. At any wage rate less than $657, however, he could get back in 
revenues something over and above the variable (labor) costs incurred in 
operating. 

2. In answering the question as to what input levels would be most 
profitable at different wage rates (average expenditures) we are back on 



222 


SHORT*RUK MARKET ADJUSTMENTS 


familiar ground once more. One way of answering this question is to 
compare marginal costs with marginal revenues. Since this firm is buying 
under purely competitive conditions, marginal costs equal average ex- 
penditure; that is, the marginal costs equal the price per unit of input. 
When the price per unit of input (the wage of the hosiery workers) is $100, 
each addition of a unit to input adds $100 to the cost of the firm ; when 
price per unit of input is $200, each addition of a unit of input adds $200 
to the cost of the firm; and so on. We may therefore determine the most 
profitable input by comparing the price per unit of input with marginal 
revenues. So long as the price of a unit of input is less than the marginal 
revenue associated with its employment the firm will expand ; beyond this 
point it will not go. Thus if our hosiery workers were to receive wages of 
$600, 7 would be employed. The seventh worker adds $745 to revenue and 
only $600 to cost so he will be hired ; but the eighth worker adds only $547 

TABLE 15—5 

ELtpothetical Hosiery Firm’s Demand Schedule fob a Productive Service 


Price per unit 

of input Input 

$658 and over Zero 

657-548 7 

517-372 8 

371-228 9 

227-109 10 

108- 91 11 

90- 82 12 

81-73 ... 13 

72- 14 



Fig. 1 5—3. Hypsthetical firm's demand for a productive service. 
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to revenue and would therefore not be “worth” his wage. If the wage rate 
were $547, it would be a matter of indifference whether the firm stopped 
with the employment of the seventh worker or hired 8. If wages were as 
low as $200, 10 workers would be hired, and at wages of $100, 11 would 
be employed. (All of these conclusions could easily be checked by any 
disbelievers, simply by figuring out total costs on each wage assumption 
and comparing the results with total revenues. Such figures are presented 
for an input price of $100 in Table 10 — lA of Chapter 10, and for an 
input price of $600 in Table 10 — 1C of that chapter.) 

We are now in a position to draw up a demand schedule for hosiery 
ivorkers in our hypothetical enterprise. At any wage level above $657 
this. firm would go out of business; employment at wages below this figure 
is found by comparing the wage (which under pure competition equals 
marginal cost) with marginal revenue. The results are given in Table 
15 — 5, and presented graphically in Figure 15 — 3. Again there are, of 
course, jumps in this schedule due to the indivisibility of a xmit of input. 

Aggregate short-run demand 

The aggregate demand for a productive service is the sum of all the 
demands of individual firms using that productive service. They may be 
engaged in the same industry or in different industries. The aggregate 
demand for cleaning- women in the city of Chicago is obviously made up 
of the demands of hundreds of different firms engaged in different produc- 
tive activities. There is again no reason to assume each firm’s demand 
schedule to be identical with the others. The existence of many firms that 
expand or contract their input-output adjustments at different average 
expenditure levels results in an aggregate demand schedule much smoother 
than for the individual firms. An aggregate demand schedule which 
included our hypothetical firm along with many others might look very 
much like the curve drawn in Figure 15 — 4. 



Fig. 1 5 — 4. Hypothetical aggregate demar\d curve. 
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A Note on Partial Equilibrium Analysis 

The analysis of this chapter has been what is called in economics 
“partial equilibrium analysis.” We hold certain factors “constant” and 
consider what would happen with changes in the particular factor on 
which we are focusing attention. Thus in constructing supply schedules 
we assumed given prices per unit of input and hence given cost schedules. 
In constructing demands for productive services we assumed given prices 
of the product and hence given revenue schedules. The assumption that 
a unit of input was made up of one productive service only was merely an 
aspect of this type of “partial analysis.” Actually these things are all 
closely interrelated. Through a sort of juggling back and forth adjust- 
ments tend to be made until in all markets buyers and sellers are so situ- 
ated that no change available to them would improve their positions. 
These interdependent adjustments will be considered more fully in sub- 
sequent chapters. 



CHAPTER 16 


Long-run Price and Output Adjustments 


The essential difference between short-run and long-run adjustments is 
this: Short-run adjustments are merely the adjustments of existing firms 
in their inputs of variable agents and their outputs of products. Long- 
run adjustments in an industry take place through the entry or withdrawal 
of firms (and hence of the resources which they employ). They are 
adjustments which take place over a time period long enough to permit 
such a shifting of firms, and of relatively fixed productive agents. 

For many purposes it is more important to analyze long-run adjust- 
ments under purely competitive conditions than to analyze the short-run 
adjustments in markets characterized by pure competition. Long-run 
analysis provides a rough clue to the ultimate, in contrast with the im- 
mediate, effects of introducing some new policy in the economy, of shifts 
in consumer demand, of improvement in technology, of other lasting 
changes. If a tax is imposed on housing, for example, we shall want to 
know not only what would be the effects bn rents immediately after 
imposing the tax, but what would be the ultimate effects after there has 
been time for the construction industry to curtail house production so that 
the available amount of housing is. diminished. If a tariff is imposed on 
sugar what will happen to the price and the consumption of sugar, not only 
this year and next year, but five years from now; and how will this affect 
the use of labor resources in the South? How will the development of a 
new and more efficient machine process for the spinning of wool ultimately 
affect the quantity and prices of woolen goods, and the employment and 
wages of workers in the woolen goods industry? 

The various parts of an economy might be imagined to move toward 
some sort of equilibrium adjustment as a much harassed traveler in a 
war-ridden world moves toward his destination. The traveler may start 
for France, but changes his plans because Paris has fallen to the Germans. 
He then decides to go to Spain but the boat is driven off its course by a bad 
storm. This leads him to head for the west coast of Africa but his boat is 
torpedoed and he is rescued by a Dutch vessel which is headed for Brazil. 
The chief difference between the economy and this traveler is that on the 
one hand the traveler’s reversals are more drastic than would usually 
occur in conomic changes, and on the other hand the traveler will probably 
eventually reach at least one of his destinations ; whereas the frustrations 
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in economic adjustments are likely to go on forever. While entrepreneurs 
producing silk goods are adjusting to an increase in demand for their 
product a new competing good appears on the market, or the supply of 
raw silk is curtailed, or a new technique in silk goods manufacture alters 
their course, or perhaps consumers change their minds about silk goods. 
Yet at each step along the way a chart of the planned course of action 
would have been a useful guide in understanding and predicting the direc- 
tion of movement. With each change of conditions a new chart would be 
required. 

A time period in economics is a concept and not any specific historic 
lapse of time. It is a period which permits the completion of a part or the 
whole of an uninterrupted journey from some given starting point to 
destination; The short run is just one lapse of such a journey, leading to 
a veiy temporary equilibrium position (stopping off point). The long 
run is a complete journey, again carried out without any intervening 
change of conditions which would alter its course, and the end of the 
journey is a long-run equilibrium (travel will cease) . In studying long- 
run adjustments we are thus examining what would happen if time were 
given for firms to shift from one industry to another, and during this 
interval no new influences were injected into the picture. » 

The essence of adjustments toward long-run equilibrium is the move- 
ment of resources from less remunerative to more remunerative uses, under 
the direction of entrepreneurs desirous of making profits. We may there- 
fore define equilibrium of an industry either in terms of the movement of 
resources or the movement of firms. An industry is in equilibrium when 
there is no advantage to any productive agent in moving into or out oj it, 
or -(alternatively) when there is no incentive for entrepreneurs to inaugu- 
rate or withdraw firms from it. This equilibrium of an industry with 
other parts of the economy is a kind of “partial” long-run equilibrium. 

The purpose of this chapter is the examination of the processes of long- 
run adjustment in an industry. We are assuming the industry to be 
purely competitive in both buying of productive agents and selling of the 
product. We are also assuming that there are no artificial restrictions on 
the entry or withdrawal of firms and of the productive resources which 
they employ. In making this study we shall determine where the in- 
dustry would arrive at the end of the journey if no new influences had 
intervened to change its course. 

The Process of Adjustment Toward Long-Run Equilibrium 

Response to profit expectations 

The analysis of the preceding chapters has been largely concerned with 
the activities of entrepreneurs in the “short run” — in that period of time 
in which certain costs, usually thought of as connected with fixed invest- 
ment in plant and equipment, must be taken as fixed and unavoidable, 
regardless of output policy. As we have seen, a firm may be in its best 
possible short-run position and be making a profit, suffering a loss, or just 
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breaking even. Since the price is outside the control of the individual 
entrepreneur under pure competition, his activities in reaching his most 
advantageous position consist in adjusting his inputs and outputs to the 
most profitable relation with the given market price. If in this adjust- 
ment he is making a profit, he is fortunate. If he is making a loss, he is 
unfortunate. But whichever the case may be, there is nothing more he 
can do about the matter, given his existing fixed costs. 

In the "long run,” however, equipment wears out and the firm must 
either replace this equipment or withdraw from business. Long-term 
contracts leasing land, or hiring managers, or borrowing funds, and so on, 
expire, and these contracts are considered for renewal or replacement. In 
the long run "fixed” costs thus become “variable” and an entrepreneur 
will compare all costs with price in making his decisions. Moreover, if 
there is no restriction on the establishing of new firms in the industry, the 
possibility of entry of new firms must be taken into account. Thus any 
given short-run equilibrium of inputs, outputs, and market prices can only 
persist if there is no tendency for entrepreneurs either to curtail replace- 
ment of the relatively “fixed” agents or to expand these agents and to 
establish new firms. If entrepreneurs anticipate profits, and entry to the 
industry is free, new firms will be established. If losses are anticipated, 
existing firms will not replace worn-out agents or renew expired contracts 
for the relatively “fixed” agents. And firms will move into or drop out of 
the industry until expectations of profits and losses have been roughly 
eliminated — until it is no longer possible for anyone to better his position 
by moving into or out of the industry in question. If this point were 
reached, we would say that the industry was in long-run equilibrium. 

Looking ahead at costs and revenues 

Adjustments in production are based on present costs and prices and on 
anticipations of future costs and prices. The costs significant for plan- 
ning are those that will be incurred if certain plans are followed. This is 
true whether we are considering short- or long-run adjustments. Of what 
significance is this fact in the long run? This question may best b« 
answered by the use of an illustration. 

Suppose that a machine used in the overcoat industry cost $5,000 in 
1940, and that it was purchased for this sum by a number of firms in the 
industry. In 1943 machines like this can be purchased for $4,000. It may 
be that the firms which purchased the machine for $5,000 in 1940 are still 
using it and that such a machine will continue, to be useful for another two 
years, making it now a fixed agent. Firms that purchased the machine 
for $5,000 may be unable to cover their total costs, including the entire 
$5,000, and typical existing firms with these costs may be operating at a 
loss. We may now ask two questions: (1) Will existing firms replace 
this machine when it wears out (say in 1945) ? (2) Will new firms enter 

the industry even though old firms having purchased the machine in 1940 
are operating at a loss? The answer is this: if entrepreneurs considering 
either reinvestment or entrv to the industry anticipate that on the basis 
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of present costs they will be able to make a profit (or just cover costs) 
they will decide to make the investment. The 1940 cost of $5,000 for the 
machine is past history, and does not enter in+o present estimates of profit 
possibilities. The fact that firms which incurred this cost of $5,000 in the 
past were unable to cover it does not mean that purchasing the machine 
now for $4,000 would not be profitable. Thus it is possible that in an 
industry where existing firms are “losing money” it may still be profitable 
for old firms to replace investmenjbs in fixed agents when they wear out 
and for new firms to enter the industry. 

Conversely, if the price of the machine has risen it might be that old 
firms making profits on the basis of the costs they paid in the past would 
not be able to make profits if they reinvested in replacing worn out equip- 
ment. In such circumstances there might be some withdrawal of old firms 
even though existing firms were showing profits over previously incurred 
costs. 

To restate the conclusions of this section : the costs which will be taken 
into account in estimating profit opportunties are the present and antici- 
pated costs of the productive agents to be employed. These are the costs 
which are anticipated by any new firm or by any old firm replacing its 
equipment. 

Illustration of response to an increase in demand 

In order to understand the exact nature of long-run adjustments we 
may begin with a preliminary example of an industry 'that is in an 
equilibrium position; there are no unexploited profit opportunities for 
new firms in this industry, and there are no old firms that would withdraw 
as their plant and equipment wore out. Then let us assume that demand 
for the product of this industry increases. We shall suppose that this is 
a purely competitive industry producing desk blotters. 

The immediate effects of the increase in demand for desk blotters will 
be an improvement in the opportunities of the firms already in the in- 
dustry. These short-run adjustments are easily traced: (1) The price of 
blotters will be higher than before, since nothing has happened that would 
cause the firms in the industry to offer them more readily at any given 
price than previously, while the buyers have an increased demand. 
(2) Each firm will tend to increase its output, since with a higher price it 
is now profitable to add to output units that previously would have added 
more to costs than to revenue. (3) As a result of the higher price and 
greater output, the profits qf each of the blotter firms will be increased. 

This short-run adjustment is easily illustrated by the use of graphic 
analysis. Figure 16 — lA gives the hypothetical short-run aggregate 
supply of desk blotters, the initial demand (D^D^) and the new increased 
demand {D^D ^) . The increase in demand has the effect of calling forth 
an increased output from the firms already in the industry, 60,000 instead 
of 50,000 blotters, and of raising price from $.06 to $.08. This is a result 
of the simultaneous actions of the many purely competitive firms pro- 
ducing blotters. To the individual firm the increase in demand makes 
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possible a higher price, which calls forth from each firm an increased 
output of blotters; marginal unit cost equals marginal unit revenue 
(price) at a larger output than before. The situation of a typical indi- 
vidual firm is illustrated in Figure 16— IB. The output in this firm rises 
from 400 to 500 blotters. The aggregate of such increases by all firms in 
the industry is, of course, the increase by the industry from 50,000 to 
60,000 blotters. And profits are now obtained, as shown by the shaded 
area in Figure 16 — IB. 

Thus far we have been reviewing the short-run adjustment that sets the 
stage for those changes that are spoken of as "long-run” adjustments. 
Profit opportunities in the industry have appeared. What will happen 
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Fig. 16 — 1. Adjustment prior to entry of new firms. 


when sufficient time has elapsed (no other changes intervening) so that 
new firms may enter the industry? 

As businessmen who are attracted by the possibilities of making profits 
in the production and sale of blotters secure productive agents and 
organize new fitms, the aggregate output of blotters will increase. There 
will be a productive capacity in the industry prepared to produce a 
somewhat larger output over a whole range of prices. The new short-run 
aggregate supply (once the new firms are established) will have increased; 
in terms of graphic analysis, the new short-run aggregate supply curve 
will have moved to the right. 

So long as businessmen can enter the industry and sell blotters at a price 
above their lowest total unit costs, there will continue to be an inducement 
for new firms to enter. But as more firms appear two forces are brought 
into operation that tend to reduce and eventually to eliminate the profits 
earned by these firms. The first of these is a reduction in the price of the 
product, which is a consequence of the increasing supply. The second is 
that the level of costs is raised for all firms as higher and higher payments 
must be made to attract productive agents. With the price of the product 
falling and costs rising, profits are gradually "squeezed out,” and when 
the point is reached where the price is equal to the anticipated lowest total 
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unit cost of a nevr firm, there will be no furth^ inducement for the entry 
of new firms. 

These adjustments are illustrated graphically for both the firm and the 
industry in Figure 16— 2A. The curve 83 S 2 in Figure 16— 2A is the new 
short-run aggregate supply curve after new firms have had time to come 
into the industry- Under these conditions supply and demand are equal 
at a price of $.07 per blotter, with an output of 70,000 blotters in the 
industry as a whole. This is the adjustment that will tend to appear after 
long-run forces have taken full effect. The position of the typical firm 
will now be changed as shown in Figure 16 — 2B ; the cost curves will have 
risen; and the price, or average revenue, will be greater than before the 
increase in demand, but less than when the first impact of that demand 
was felt (that is price will have risen from $.06 to $.08 and then fallen 
back to $.07). The typical firm will be producing just at its lowest 
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Fig. 1 6 — 2. Adjustment after entry of new firms. 


total unit cost point (instead of beyond that point) ; but since there are 
more firms than before, the aggregate output of the industry is much 
greater than it was initially. 

Thus we see that in the long run there will be a greater expansion in the 
output of the industry than in the short run, when there is no change in 
the number of firms. In the short run individual producers in the in- 
dustry operate their fixed plant and equipment more intensively; in the 
long run more capacity is added to the industry (through the entry of new 
firms) , and the aggregate output is increased until price drops back to the 
point where it equals the lowest total unit cost of a new enterprise. This 
new lowest total unit cost will usually be greater than with the smaller 
output of the industry (before the increase in demand) . 

The adjustments which would have followed a decrease in demand 
would have been the exact reverse of those we have traced through. A 
decrease in demand from D.Dj to DiD^ would have had the following 
results: Price would have fallen at first from $.07 to $.05 and then risen 
back to $.06 as firms withdrew from the industry; output would have 
declined to 60,000 and then to 50,000 blotters. In the short run, firms in 
the industry would have suffered losses; after some of them had been 
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eliminated those remaining would find their costs less and price modified 
upward so that they would be able to cover costs once more. 

The long-run supply schedule 

The type of supply curve with which we have been working hitherto 
serves to indicate the amoxmt of the product which would be placed on the 
market at any given price in the short run'. Graphically we may show 
the long-run adjustment by a series of shifting short-run supply curves. 
Supply curve in Figure 16 — was the short-run curve that would 
prevail in the blotter industry if that industry were in long-run equi- 
librium under the conditions of demand represented by the demand curve 



Fig. 16 — 3. Derivation of long-run aggregate supply ("LL"), 


Supply curve is the short-run curve that would prevail if the 
blotter industry were in a long-run equilibrium position under the demand 
conditions represented by demand curve DJ)^. We might have drawn 
an entire series of short-run supply curves that would accompany the 
long-run equilibrium adjustments under various demand conditions. 
This would be a very awkward procedure, however, and our graph would 
be cluttered up with a large number of curves. 

There is a much simpler possibility. We can construct a single long- 
run supply curve each point on which will show the price at which any 
given output of the industry would be forthcoming ajter all businessmen 
able to secure productive resources and produce at that price without loss 
have become a part of the industry, and after all others have dropped out. 
This is simply a curve drawn through the points of intersection of the 
appropriate short-run supply curves and demand curves. This is shown 
in Figure 16 — 3. The curves and are taken from 

Figure 16 — 2k.] others are added. The curve LL is the associated long- 
nm supply curve for this industry. 



232 LOMCiRUN PRICE AND OUTPUT ADJUSTMENTS 


Relation Between Costs and Long-Run Supply 

Sun^ival of the fittest and long-run uniformity 
of lowest total unit costs 

At any given time there may be firms of varying size and efficiency in an 
industry, some possibly making profits, and others incurring losses. But 
as long as it is open to anyone to enter this industry freely, an excess of 
price over attainable minimum total unit costs will encourage the entry 
of new firms. As such firms move in they compete with existing firms, 
and the most inefficient are eliminated. In the long run there will remain 
in the industry only firms that have lowest total unit costs as low as those 
that would be incurred by new enterprises in optimal scale adjustments. 
If a long-run equilibrium position were finally attained, there might still 
be many differences between firms, but the lowest total unit costs of all 
firms would be the same. 

While it is easy to see that in the long run inefiicient firms will tend to 
be eliminated by competition, it is contrary to observation to assume that 
all firms tend to become identical. Some entrepreneurs are more efficient 
than others ; some firms are located near good markets and pay high rents 
while others are more distant but pay lower rents; some firms are small, 
with close personal supervision to obtain efficiency, while others are large, 
with mass production methods counted on to lower total unit costs. Such 
manifold differences may of course exist in long-run equilibrium. It is in 
no way necessary that all firms be identical or have identical cost curves. 
It is only necessary that the methods of production used by each permit it 
to produce at a total unit cost as low as its competitors. The persistence 
of differences between firms along with the tendency toward uniformity of 
minimum total unit costs is due to the balancing of compensating ad- 
vantages and disadvantages. This is easily illustrated. 

Suppose two manufacturers of cotton textiles to be differently located. 
One may have the advantages of location near buyers but in that case 
entrepreneurs competing for the use of such land will bid rents up to a 
relatively high level. The other may be located where transportation 
costs to market are higher, but the rents it pays will then tend to be lower. 
In the long run the result of competition for the use of land will be that 
difference in the rent or sale price of the land. 

Or suppose that one manager of a textile-manufacturing firm is fai* 
more effective in handling men and organizing production than is any 
other person in the industry, so that his firm makes substantial savings 
not available to other producers. Will not this particular firm continue 
to make a profit even in the long run, its costs remaining below the costs 
of other firms, since none of the others can duplicate its eflBciency? The 
answer is, No. The firm operated by the more eflicient manager must 
count as a cost a higher salary, which neutralizes the savings provided by 
his superior services. If the manager is hired, the firm will have to pay 
him a higher salary than other managers receive in order to bid him away 
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and keep him away from other firms; his salary will be bid up until 
it is higher than that of a less efficient manager by just the differential 
advantage of his services. If the entrepreneur himself is the efficient 
manager, he must charge as a cost a salary for himself equal to what he 
would be able to get in alternative opportunities; here ‘^implicit cost” 
would be the compensating factor. 

Thus in the long run, competition for productive resources will tend to 
force an adjustment that balances the differences in productivity between 
firms. All firms in an industry will tend to have the same lowest total 
unit cost. Therefore in speaking simply of the lowest total unit cost of 
an optimum scale firm, we are describing all the firms in a long-run 
adjustment. 

The long-run aggregate supply curve — a long-run 
cost curve of the industry 

In describing adjustments in the blotter industry, we depicted a typical 
firna as just covering costs when the industry was in a position of long-run 
equilibrium. It is now evident that this firm represented all the firms in 
the industry insofar as its position in the final adjustment was concerned. 
If a position of long-run equilibrium were attained no firm could make a 
profit and none would incur a loss. If profits were possible new firms 
would enter until profits were eliminated, and vice versa; and since all 
firms would in the end have the same lowest total unit costs all would be 
“in the same boat.” (It should be remembered that this does not mean 
that entrepreneurs and investors would be starving. They would simply 
be receiving incomes on their services and investments just equal to what 
they could get in alternative occupations; this might mean very sub- 
stantial incomes even in the absence of profits in the “economic” sense.) 

Since in a position of long-run equilibrium each firm would be just able 
to cover costs, each would also be producing at optimum scale and at its 
least-cost-combination output. 

At any other output costs 
would exceed revenues. Inci- 
dentally, this level of output 
is also the output at which ^ 
marginal unit cost equals mar- 
ginal unit revenue; it is the ^ 
special case in which marginal Q 
unit cost equals total unit cost. ^ 

The situation is illustrated 
graphically in Figure 16 — 4. 

A schedule might be drawn quant\tv or buottero 

up showing what the lowest p.g. 16-4. Output odjustment of o purely 
total unit cost OI a typical competitive firm just covering costs, 

firm (and hence of all firms) 

would be when, with all firms producing at their least-cost-combination 
outputs, the aggregate output of the entire industry was 200,000 blotters. 
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4>r 800,000 blotters, or 400,000 blotters. This is called a long-run cost 
scheduie of the industry. It is also a statement of the prices that would 
be necessary to call forth these various outputs of the industry in the long^ 
run, hence it is a long-run aggregate supply schedule. A curve represent- 
ing long-run supply in the hypothetical example of the blotter industry 
has already been presented. Such a curve might be based on the cost 
data of Table 16—1. Each point on the long-run aggregate supply curve 

TABLE 16-1 


Lonq-Run Aqoregatb Supply Schedule 


Output of the industry ( all 
firms operating at lowest TVC) 


200,000 

300.000 

400.000 

500.000 

600,000 

700,000 


Lowest TUC of an optimum 
size firm 

$ .. 

.12 

.13 

.15 

.18 

22 

27 


thus tells US the lowest total unit cost of a typical firm at that aggregate 
level of production, assuming each firm to be contributing just its least- 
cost-combination output. 

A crude graphic representation of this relation between cost and long- 
run supply of the industry is given in Figure 16 — 5. The horizontal axis 



Fig. 16 — 5. Long-run oggregate supply; cost in typical firms. 


is drawn on a very small scale, showing the aggregate output of the entire 
blotter industry. Since this is assumed to be an industry characterized 
by pure competition, each firm would be very tiny in relation to the entire 
industry. At any given output of the industry 'as a whole the total unit 
costs of a single optimum scale firm might be represented by a tiny curve 
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such as any of the curves drawn at random along the long-run aggre^^ 
supply curve of Figure 16—6. Each of these tiny curves will rest at its 
lowest point exactly on the aggregate curve (LL ) ; each tiny curve simply 
represents all firms when the long-run aggregate output of the industry is 
at a certain point. Thus when the long-run aggregate output of the 
industry is 200,000 blotters, the lowest total unit cost of a typical firm is 
$.12; when the aggregate output is 300,000 the lowest total unit cost of a 
typical firm is $.13; when the aggregate output is 400,000 the lowest total 
unit cost of a typical firm is $.15. 

Relation between costs to a firm and the size of an industry 

In most industries, a general expansion of the industry (including the 
entry of new firms) will result in higher costs for each firm in the in- 
dustry; these are called increasing cost industries: the larger the aggregate 
output of the industiy as a whole, the higher the costs of production in 
each and every firm in the industry will be. There are two reasons why 
an expansion in the output of an entire industry leads to higher costs: 
(1) The prices of productive services are likely to rise. (2) Additional 
agents are likely to be less efficient. 

1. Any one firm in a purely competitive industry could expand without 
exerting an appreciable effect on the prices of the productive services it 
employs; but when many purely competitive firms are appearing and 
expanding at once the aggregate effect will usually be to bid up the prices 
of the services of the productive agents which they use. In part this 
bidding up of the prices of productive services is a bidding of the firms in 
the industry against each other in their efforts to get a share of the limited 
quantities of productive services available; in part it is a bidding up of 
prices of productive services that are attracted away from other in- 
dustries. Conversely, when there is general contraction in an industry, 
agents specialized to that industry undercut each other in the effort to 
retain employment, and the prices that will be paid for their services by 
any firm in the industry will fall. As a result of these mass effects, of 
simultaneous expansion or contraction by many firms in an industry, 
prices paid for productive services by each firm will usually be higher 
when the aggregate output of the industry is large than when it is small. 

2. New agents attracted into expanding industries are frequently less 
efficient than those initially employed. Perhaps land previously regarded 
as “sub-marginal” is now cultivated, or low-grade copper mines are 
opened up. It is true that in any given market these relatively inefficient 
agents command lower prices than do the better grade agents, but they 
also produce less. 

As a result of these two tendencies, the lowest total unit cost of an 
optimum scale enterprise is likely to be greater when the output of the 
industry as a whole is large than when it is small, that is most industries 
are increasing cost industries. It will therefore take a higher price of the 
product to attract a large number of firms into an industry, and to main- 
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tain them there than is necessary to maintain a smaller number of firms 
There may be exceptions to this situation of increasing costa with 
expansion of an industry. Some industries are very small, and though 
they may be made up of a large number of firms they may still employ a 
very small part of the total of each of the productive services that they 
use. In such circumstances some expansion or contraction in the industry 
as a whole may take place without resulting in any appreciable change in 
costs. Such cases are described as constant cost industries: the prices 
paid for the use of raw materials and labor and land and all the rest of 
the agents used in the industry remain unchanged as the industry increases 
its demand for these productive services. This situation is very unlikely, 
however. Even in extremely small industries some productive agents 
will probably be bid up in price as firms in the industry seek simultane- 
ously to increase their outputs and as new firms appear and compete with 
them for these productive services. And as the industry gets larger and 
larger it must take a more and more important place in the economy, until 
further expansion will inevitably involve increasing costs. 


A Re-Examination of Influences Determining 
Supplies of Products 

Elasticity of supply of a productive service and supply of the product 

Firms in the cotton textile industry employ semiskilled workers to spin 
and weave, skilled mechanics to tend and repair machines, unskilled 
women to clean. The firms buy raw cotton, and coal, and looms, and 
spindles, and office supplies. They buy the services of members of the 
construction industry in the building plant, and they buy the brick and 
wood and glass and steel that go into their buildings. They buy or rent 
land. The spinners and the weavers and the raw cotton are relatively 
specialized to the cotton textile industry ; but the mechanics and cleaning- 
women and coal and builders’ labor and ofiice supplies are not. An 
expansion in the size of the cotton textile industry would have but a minor 
effect in the markets for the labor of cleaning-women or the buying and 
selling of coal. An expansion in the size of the cotton textile industry 
would have a very important effect in the markets for the labor of spinners 
and weavers and raw cotton. An expansion in the size of the cotton 
•textile industry could take place without exerting any significant effect 
on the price of coal because textile firms buy such a small proportion of 
the total purchases of coal; the whole cotton textile industry could 
increase or decrease its purchases of coal approximately at the price of 
coal; in technical terms, the supply of coal to the cotton textile industry 
is highly elastic. An expansion in the size of the cotton textile industry 
would, however, in all probability exert a significant influence on the 
wages paid to weavers because the purchases of such labor by the cotton 
textile industry constitute a large proportion of the total amount of labor 
services of weavers; if the whole cotton textile industry were to expand to 
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any large extent the wages of weavers would be bid up; the supply of 
weavers to the cotton textile industry is much less elastic than is the 
supply of coal to that industry. It is because of the increasing payments 
to such agents that the costs of firms in an industry rise as the industry 
as a whole expands. 

From these rough comments we may now draw two important con- 
clusions: (1) If a productive service is very inelastic in supply to an 
industry, its price will rise (be bid up) sharply with expansion in the 
industry, thus^ exerting an upward pressure on production costs. (2) If a 
large proportion of the productive agents used in an industry are highly 
inelastic in supply to that industry costs of production in the industry will 
rise sharply as the industry expands. A steeply rising cost curve will 
mean that large expansions of output of a product will occur only in 
response to very great increases in the price of the product; in other words, 
when the major resources used in an industry are highly inelastic in supply 
to that industry the derived supply of the product will be inelastic. 

Exactly the opposite results will follow if the supplies of productive 
agents to an industry are very elastic. In fact probably no productive 
resources used in the cotton textile industry are extremely inelastic in 
supply to the industry. The long-run cost curve of the industry rises 
only slowly; the aggregate long-run supply of cotton textiles is very 
elastic. When the major resources used in an industry are highly elastic 
in supply to that industry the derived supply of the product will be elastic. 

In using the realistic example of the “cotton textile industry” we have 
done violence to precise use of economic concepts (this always happens 
in concrete applications) ; but our conclusion is none the less valid. The 
“supply of cotton textiles” is a somewhat nebulous thing; the supply of 
cotton sheeting of a given size and quality would be more precise in 
meaning. If we hypothecate a purely competitive industry producing 
cotton sheets all of the same size and quality we may apply our analysis 
more accurately. If the hypothetical supply schedules for offerings of 
all productive agents to the cotton sheeting industry were highly elastic, 
the aggregate supply of cotton sheeting would be also; if these supplies 
of productive agents to the industry w'ere highly inelastic, the aggregate 
supply of cotton sheeting would be inelastic as well. 

Influences determining the supply of a 
productive service to on industry 

The total supply of raw cotton is offered to buyers who want to use 
it in many different ways; in making dresses, and shirts, and draperies, 
and rugs, and rag dolls. How much cotton will be available at various 
prices to firms making rag dolls will depend both on what happens to 
the total supply of raw cotton for all uses and to the demand for cotton 
in uses other than the making of rag dolls. The greater the aggregate 
supply of raw cotton the greater the supply of cotton to the rag-doll indus- 
try; and the greater the demand for raw cotton in other uses the less the 
supply to the rag-doll industry. The more specialized a productive agent 
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is to an induetiy the more directly does its supply to the industry reflect 
tiie total supply of the agent. 

Similarly, the elasticity of supply of raw cotton to the rag-doll industry 
will depend on both the elasticity of the total supply of raw cotton and 
the proportion of cotton that is habitually used by the rag-doll manufac- 
turers. The more elastic the total supply of raw cotton, the more elastic 
the supply to the rag-doll industry; and the greater the proportion of 
cotton habitually consumed by the rag-doll industry the less elastic the 
supply of cotton to the industry. In the particular case of the supply 
of cotton to the rag-doll industry, we should expect a high degree of 
elasticity because the industry takes such a small part of the total amount 
of cotton generally purchased; this is more important in this case than 
the relatively inelastic character of the total supply of cotton to all uses. 
In contrast, spindles adapted to spinning coarse cotton thread would be 
elastic in supply to manufacturers of coarse cotton textiles because the 
total supply of such spindles is very elastic; this is more important in 
the case of the spindles than is the concentration of purchase of the 
spindles in the single industry (coarse cotton goods) . 

Summary of the factors influencing the supply of a product 

The conclusions of the last two sections may now be drawn together 
in a brief summary: 

1. An increase (or decrease) in the total supply of a productive agent, 
especially when it occupies an important place in a particular industry, 
will tend to increase (or decrease) the supply of the product; production 
costs in each firm will be lowered (or raised) , 

2. A decrease (or increase) in the demands for a productive agent in 
other uses will tend to increase (or decrease) the supply of the agent to 
the particular industry under consideration. This will tend to increase 
(or decrease) the derived supply of the product. 

3. The more elastic (inelastic) the supplies of productive agents to an 
industry, other things equal, the more elastic (inelastic) will be the 
derived supply of the product. Elasticity of supply of a productive agent 
to an industry depends on the elasticity of the total supply of the agent 
and on the proportion of the agent employed in the particular industry. 

A consideration of these influences as they appear in any particular 
industry provides the necessary foundation for predicting what the 
long-run results of an increase or decrease in the demand for the product 
will be. If the long-run supply of the product is highly elastic big expan- 
sions or contractions of output in response to changes of demand will 
take place and price will change very little. If the long-run supply of the 
product is very inelastic, responses to changes in demand will be reflected 
primarily in rising or falling price with only small changes in the quan- 
tity produced. In all industries long-run supplies will be more elastic 
than will short-run supplies ; in the long run there is opportunity for more 
Agents to move iu or out in resconse to altered opportunities. 



CHAPTER 17 


Long-run Demands for Productive Services 


V 

A PRELIMINARY analysis of purely competitive demands for productive 
services was presented in Chapter 15. We are now ready to undertake 
a more complete analysis. We shall divide our discussion into three 
main parts: (1) the relation between the demands for a group of products 
and the derived demand for the services of an agent used in producing 
them, (2) interrelated demands for different productive services within 
a firm, and (3) a summary of the major factors influencing the aggregate 
demand for services of a productive agent. 

Derived Demand for a Productive Service 

The demand for hosiery workers is derived from the demand of con- 
sumers for hose. The demand for carpenters is derived from a wide 
range of consumer demands — for housing, for products made in plants 
which are built partly by carpenters, for goods sold in retail stores also 
built by carpenters. It is because consumers want and will pay for these 
things that entrepreneurs hire the hosiery workers and the carpenters, 
that they buy the silk and machinery and steel and coal, the wood and 
nails and windowpanes. This ultimate dependence of demand for pro- 
ductive agents on consumer demands was implied in studying the short- 
run behavior of firms in Chapter 15. These firms buy because through 
using what they buy they can in turn produce goods and obtain revenues 
from their customers. The greater these consumer demands the greater, 
other things equal, are these opportunities. 

The relation between the demands for a group of products and the 
demand for the services of an agent contributing to their production is 
most easily seen by tracing through the processes of adjustment to a 
change in the supply of the agent. We shall focus our attention on 
long-run adjustments, paralleling the discussion in Chapter 16. 

A long-run derived demand; illustrotion of adjustment to an 
increase in the supply of a productive agent 

An analysis of adjustments to an increase in the supply of a productive 
agent could include several steps. We shall look at the immediate re- 
mits and then at how these lead to the ultimate .long-run adjustment. 
Tor illustration, we shall suppose that the supply of mill workers (all of 

?.‘»9 
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identical qualifications) available to firms in the many branches of the 
textile industry has increased. In order to simplify analysis we shall 
suppose these workers to be the only agent that is variable in the short 
run in any of the firms involved. (One worker is then identical with 
one unit of input in the short run.) 

What will be the immediate, short-run results? Following the analysis 
of Chapter 16 we should say that more workers would be employed and 
their wages would fall. Firms hire these mill workers until marginal 
revenue and marginal cost are equal ; under purely competitive conditions 
marginal revenue is identical with the sale value of the marginal product 
and marginal cost is identical with average expenditure (wage) ; hence 
each firm will employ workers up to the point at which the wage of a 
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Fig. 1 7 — 1 , Short-ain adjustment to a change in supply of a productive agent. 


worker equals the sale value of the marginal product resulting. Workers 
will undercut each other in order to get jobs, and at the new lower wage 
each firm will find it advantageous to hire more workers than before. 

These short-run adjustments are illustrated in Figures 17 — lA and 
17 — IB. Figure 17 — lA gives the aggregate short-run demand and 
supply schedules for mill workers. The curve is the initial supply 
curve; the curve SjSj represents the new increased supply, and the curve 
is the initial aggregate short-run demand for these workers. The 
increase in supply leads to a short-run increase in employment from 
10,000 to 10,600 workers, and a. drop in wages from $120 to $100 a month. 
The position of a typical firm employing such workers (in any of a 
number of industries) is illustrated in Figure 17— IB. At the lower 
wage this firm will increase its employment from 100 to 120 workers. 
The aggregate increase in mill workers employed will of course be the 
sum of all these increases in individual firms (jumping from 10,000 to 
10,500 workers). 

But in each of the industries in which firms hiring mill workers are 
engaged there will now be profit opportunities (assuming costs were 
exactly covered before); these profit opportunities appear because of 
tibe drop in costs. Ai a result new firms appear: and enter the market 
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for mill labor. As these new firms become established, there will be a 
new and greater short-run demand for mill workers; in terms of graphic 
analysis, the demand for mill workers will have shifted to the right. 

So long as firms can enter the industries in which mill workers are 
employed and more than cover costs there will be an inducement for 
them to do so. But as more firms appear and demand for the mill labor 
increases, two forces are brought into operation that tend to reduce and 
eventually to eliminate the profits earned by these firms. The first of 
these is an increase of wages resulting from the increase in demand 
(pulling wages back toward but not to the initial level of $120) . The 
second is that the prices of the various products produced with this labor 
will fall as outputs are expanded. When profits in each of these industries 
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Fig. 17 — 2, Adjustment after entry of new firms. 


have been eliminated once more a new long-run equilibrium position will 
be attained. 

Thus in the long-run adjustment there will be a greater increase in 
the number of workers hired than in the immediate adjustment when 
the number of firms remained unchanged. And in the long run the drop 
of wages will be less than at first. These adjustments are illustrated in 
Figures 17 — 2A and 17 — 2B. Figure 17— ^A shows the old and new 
short-run aggregate demand and supply schedules for mill workers. The 
demand DjDj represents what firms will take at various wages after 
there has been time for new firms to enter the field. The ultimate adjust- 
ment will be at a level of employment of 11,500 workers for a wage of 
$110. Figure 17 — ^2B shows the new adjustment of a typical firm. The 
curve representing the sale values of the marginal products will have 
fallen because of the drop in the price of whatever goods are produced 
with this labor; the new wage (hence marginal cost) will be less than 
initially, though higher than in the first stage of the adjustment. This 
firm will ultimately employ 104 workers (which in this particular illus- 
tration happens to be just a little more than the number at which it 
started). The large aggregate increase in employment will be due to 
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the hiring by new firms that have appeared in response to the lower labor 

costs. 

It is now possible to construct a long-run demand curve for this mill 
labor. Each long-run adjustment is a short-run adjustment as well; it 
is a short-run adjustment under conditions in which profits are eliminated. 
This occurred by assumption when demand was D^Di and supply was 
SiSjI it occurred again when demand was and supply was S 2 S 2 . 

By drawing a line through the points of intersection of these sets of 
short-run curves we have a long-run demand schedule which is analogous 
to the long-run supply of a product as presented in Chapter 16. This 
long-run curve slopes down to the right because of the falling prices of 
the products made by the mill labor as the outputs of these products are 
increased. 

Relation between elasticities of demands for products 
and for the services of a productive agent 

The products produced by these mill workers might be multiple. In 
order to simplify our analysis we shall assume that there are only three, 
all of them being produced in purely competitive industries. Let us say 
that they are cotton sheets of a certain size and quality, measuring tapes 
(again all alike) , and white cotton gloves. The character of the long-run 
demand curve for the mill workers will then depend on the character of 
consumer demands for these three products. If large percentage ex- 
pansions of output in these industries are accompanied by only very slight 
percentage drops in prices (that is, if the demands for these products are 
all highly elastic) the increase in employment of mill workers in the 
long run will be very great and the drop in their wages will be small. 
This must be true because with the entry of new firms into these industries 
and the expansion of outputs the small drops in price bring only slight 
decreases in schedules of the sale values of marginal products in each of 
the firms. Profits are then squeezed out primarily by the bidding up 
again of wages of mill workers with only small drops in the prices of goods 
sold. In other words; if the demands for the goods produced by a 
particular productive agent are highly elastic, the derived demand for 
that agent will tend to be highly elastic also. 

But it may be that consumers are not so responsive to lower prices in 
the buying of sheets and measuring-tapes and white cotton gloves; per- 
haps any appreciable increase in aggregate outputs of these products can 
be sold only at considerably reduced prices. If the expansion of these 
industries brings sharp reductions in prices it will bring sharp reductions 
in the schedules of sale values of marginal products as well. Under such 
circumstances the increase in employment of mill workers would be 
small and the drop in their wages would be great. The entry of new 
firms eliminates profits primarily through the resultant declines in the 
prices of the goods sold. If the demands for the goods produced by a 
partictdar prctductive agent are highly inelastic, the derived demand for 
thdt agent wHl tend to be highly inelastic also. 
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Interrelated Demands of a Firm for Services of 
Different Productive Agents 

It is now time that we drop the convenient simplification introduced in 
most of our previous discussions of demands of firms for productive 
services, that is the assumption that the firm is considering variations 
of one agent only. Any observation of what happens in a real setting 
shows that many different kinds of productive agents are generally com- 
bined in a firm. The problems of the entrepreneur include many ques- 
tions as to the proportions in which these agents should be combined. 
The demands for services of different productive agents that are or may 
be employed in the same firm are therefore closely interrelated demands. 

Characteristics of the most profitable combination of a 
number of productive agents in a firm 

Instead of simply asking, “Shall I employ more mill workers or not?” 
an entrepreneur in fact asks himself a whole set of questions. Should he 
put in some machines that would replace some of his unskilled workers 
but increase the number of mechanics he would hire? With the number 
of machines of various kinds which he now has would it pay to add 
another worker? Another lot of raw material? Should he drop a 
worker? Buy less raw material? With the present staff of labor would 
it be advantageous to get another machine? Should he expand all of 
these things, his labor force, his machine equipment, his raw material 
purchases? Some of these decisions involve weighing of one production 
method against another, and the answer will make a big difference in 
the kind of productive resources used., But once he has made this basic 
decision, his problem becomes one of more refined detail. Should he 
add a little more of this and take off a little of that? All of these are 
then marginal decisions. They involve comparisons between the addition 
to cost (marginal cost) and the addition to revenue (marginal revenue) 
involved if, starting from any given point, he adds one unit of any 
particular productive agent. They involve comparisons between the 
reduction of cost and the reduction of revenue involved if, starting 
from any given point, he drops off one unit of a particular agent. 
Through a series of experiments, partly actually tested out and partly in 
his imagination, the entrepreneur tries to approximate the most profitable 
possible adjustment (or the least unprofitable, if that is the best the 
situation affords) . 

Let us suppose that a purely competitive firm producing nurses' uni- 
forms buys the following items: labor of stitchers at a wage of $100 a 
month, labor of cutters at a wage of $160 a month, cotton yard goods 
at $30 a bolt, sewing machines at $60 each, and machine tenders at a 
wage of $200 a month. We are avoiding a lot of troubles by supposing 
this to be a short-run situation so that the question of buildings and 
work space and of many others things can be ignored; and we have of 
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course omitted dozens of small items that would be purchased in such 
an enterprise. How many stitchers, and cutters, and machine tenders, 
how many machines, how many bolts of cotton cloth, would this firm 
use? Entrepreneurs spend many weeks working out the answers to just 
such questions, so we shall not atempt a detailed solution, here. But we 
can shortcut the problem of the entrepreneur by describing the nature 
of the adjustment toward which he will be aiming. Before he arrives 
at that point he will have considered a great many possibilities. Here 
would be his final position if he made intelligent choices: 

1. The number of stitchers employed will be such that to add another 
stitcher, given the quantities of other agents he is using, would add less 
than $100 to revenue (marginal revenue from the work of another stitcher 
would be less than $100) ; if it would add more than $100 to revenue he 
would be able to improve his position by hiring another stitcher, since the 
addition to cost (marginal cost) would be only $100. Moreover, to drop 
a stitcher would reduce revenue by $100 or more; otherwise (if revenue 
would be reduced by less than $100) he could improve his position by 
curtailing his employment of stitchers, since costs would be reduced more 
than revenue. 

2. The number of cutters employed will be such that to add another 
cutter, given the quantities of other agents he is using, would add less 
than $150 to revenue, and to drop a cutter would reduce revenue by 
$150 or more. 

3. The number of bolts of cotton cloth used will be such that to add 
another bolt, given the quantities of other agents he is using, would add 
less than $30 to revenue, and to drop a bolt would reduce revenue by 
$30 or more. 

4. The number of sewing machines used will be such that to add another 
machine, given the quantities of other agents he is using, would add 
less than $60 to revenue, and to drop a machine would reduce revenue 
by $60 or more. 

5. The number of machine tenders used will be such that to add another 
machine tender, given the quantities of other agents he is using, would 
add less than $200 to revenue, and to drop a machine tender would reduce 
revenue by $200 or more. 

How may these concrete statements concerning the firm producing 
nurses’ uniforms be generalized to describe the most profitable adjust- 
ment of any purely competitive firm? The answer is in fact quite simple: 
(1) There vrUl be no further expansion (in the xise of any agent) that 
would add more to revenue (marginal revenue) than to cost (marginal 
cost); if there were it would have been undertake^. (2) There unll be no 
curtailment which would reduce revenue less than it would .reduce cost; 
if there were the curtailment would have been made. These two state- 
ments may be put even more briefly if we assume adjustments can be 
made in fractions: Inputs of all agents will tend to be adjusted in such 
a way that for each agent mcrginal cost and marginal revenue are equal. 
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If this firm is purely competitive in both selling and buying (our assump- 
tion) it will then adjust on all fronts so that the sale value of the mar- 
ginal product of a unit of a productive agent and the average expenditure 
on a unit of that agent are equal. 

Complementary and substitutive relations between productive agents 

There is almost always more than one way of producing a particular 
product. By some methods relatively unskilled labor may be used exten- 
sively and machines very little. By other methods there may be primarily 
machine production with some skilled labor. Some kinds of machinery 
may be substituted for other kinds, and some chemical processes for 
others. The use of any particular machine or chemical process may 
involve the complementary use of particular cooperating agents, whereas 
some other process requires the use of other cooperating agents. We see 
these variations all around us. Houses may be largely prefabricated, 
machines and unskilled labor being used to a large extent in the factory 
manufacture of house parts ; or similar houses may be constructed largely 
by hand on the site, using primarily skilled labor and a minimum of 
machinery. Farms may be mechanized, or they may continue to use 
horse or mule power. Which will be the “best” method in any particular 
industry or firm will depend on the prices of the services rendered by 
the different agents, on their relative technical efficiencies, and, in the 
short run, on what agents a firm already possesses. 

The different relations that may appear as between different productive 
services in a particular firm may be best understood by the use of an 
illustration. A concrete example might be the use of farm acreages and 
labor in agriculture. The farmer may choose between operating a few 
acres “intensively,” or more acres “extensively.” If the rent of land 
is high and wages are low, he may cultivate a small acreage with great 
care, employing a relatively large number of workers. If land is “cheap” 
and labor is “high,” he may employ fewer workers to cultivate more land 
with less care. In the latter case he substituted the services of land for 
the services of labor. Suppose, however, that the drop in land rents makes 
it worth his while to expand his farm and to hire more labor to cultivate 
the additional acreage. In this case the demand for services of labor is 
complementary with that for services of land. 

In discussing productive agents, as in the case of consumers’ goods, we 
may distinguish between substitutive and complementary relations. 
Two productive services are complementary to each other when an in- 
crease in the input of one is associated with an increased demand for the 
other. Two productive services are substitutive when an increase in the 
input of one is associated with a decrease in the demand for the other. 

These definitions apply equally to actions within a firm and to the 
aggregate effects of the actions of the entire group of firms involved. Any 
two productive services may be “complementary” to each other in some 
situations and some price relations, while these same agents may be 
“substitutive” in other situations and price ranges. 
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Adjustment of a firm to a change in price of one 
among a number of productive agents 

Any change in the price of a productive agent will change the most 
profitable possible combination of agents in a firm. In order to cut our 
problem down to manageable dimensions, we shall assume that there are 
just three kinds of productive agents employed in a particular enterprise, 
a certain kind of machine, labor, and raw materials. We shall suppose 
that the labor and the machines can be to some extent substituted for 
each other: they are in a substitutive relation. And we shall suppose 
that the raw material stands in a complementary relation with the labor. 
Now what would happen to the adjustment in this firm if the price of 
the labor were to change? 

Let us suppose that owing to an increase in the supply of labor, wages 
fall. This happens through the actions of the many buyers and sellers 
of the labor, but how does it look to any single firm? Since wages of 
labor are now lower than before, the firm will clearly increase the number 
of workers employed. With the existing quantity of other agents used 
in the firm, it would pay to hire more workers, since at the now lower 
wage they would add more to revenue than they would add to cost. But 
the adjustment does not stop there. The lower wage will affect the most 
profitable inputs of both machines and raw materials. Since raw mate- 
rials are complementary with this labor, the increase in the number of 
workers will increase the value to the entreprenewr of additional units of 
raw material and he will therefore buy more of it. He will reduce the 
number of machines he is using, however, substituting the labor for the 
machines; with the increased amount of labor used in his firm, the value 
of a machine has declined, and it will therefore improve his position to 
curtail somewhat his input of these machines. When he arrives at his 
new most profitable adjustment it will again be true that each agent 
is employed to a point such that, given the existing quantity of other 
agents in the firm, the sale value of its marginal product equals the 
amount expended on it per unit (of input). He will have increased his 
inputs of labor and of the complementary agent, raw material; he will 
have diminished his use of the substitute agent, machines. 

Suppose, on the other hand, that the wages of labor had risen (owing 
perhaps to an increased demand for this labor in other industries) . Since 
wages of labor are now higher than before, the firm will probably cut 
down on its employment of labor; by dropping off workers it will now 
reduce its costs more than its revenues. There will also be an effect 
on the employment of raw materials and of machines. Since labor is 
now so expensive, it will pay to substitute machines for at least some 
of the labor; each machine is now more valuable to this entrepreneur, 
aince it can be used as a substitute for the labor. With the reduced 
employment of labor, however, there will tend to be some curtailment 
of purchases of raw materials; the reduction in labor force has made 
mai^inal units of raw material less valuable to the entrepreneur than 
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before. Finally, once more he uM arrive at an adjustment in which each 
agent is employed to a point such that, given the existing quantity oj 
other agents in the firm, the sale value of its marginal product equals the 
amount expended on it per unit. He will have decreased his inputs of 
labor and of the complementary agent, raw material; he will have in- 
creased his use of the substitute agent, machines. 

There is implied in this analysis another generalization that must be 
made explicit before we shall have a complete statement concerning the 
characteristics of the most profitable adjustment of a firm. When any 
two agents can be substituted for each other it might be that another 
unit of either of them would add more to revenue than to cost and yet 
the advantage gained by adding one might be greater than the advantage 
gained by adding the other. By adding either, an entrepreneur might 
meet the requirements of our previous statements. But an entrepreneur 
is not in his most profitable adjustment if he could gain by substituting 
some of one agent for some of another. This is true even if all adjust- 
ments between marginal revenues and marginal costs (under pure compe- 
tition between the sale values of marginal products and the average 
expenditures on a productive agent) are consistent with the principles 
already stated. The additional rule is a very simple and obvious one: 
In his most' profitable adjustment an entrepreneur must have combined 
agents in such a way that there is no regrouping that would improve his 
position. 

Summary of Factors Influencing Prices and Aggregate 
Demands for the Services of a Productive Agent 

The threads of discussion in the preceding sections may now be drawn 
together in a brief conclusion concerning the aggregate demands for the 
services of productive agents. 

1. An increase in consumer demand for a product will increase the 
“derived” demand for the services of agents used in its production, and 
vice versa. If the resources (agents) involved are specialized to this 
particular industry (for example, skilled shoe cutters in the shoe in- 
dustry), the proportionate effect, will be much greater than when the 
demand in this industry constitutes only a small fraction of the aggregate 
demand for the resource (for example, the demand of the shoe industry 
for common labor) . 

2. The more elastic the demands for the goods toward the production 
of which a particular agent contributes, the more elastic, other things 
equal, will be the demand for the services of the agent. 

3. When two productive agents are in a substitutive relation to each 
other, anything which causes the price of one of them to rise will tend 
to increase the demand for the other and hence to raise its price. Any- 
thing which causes the price of one of them to fall will tend to decrease 
the demand for the other, and hence to lower its price. The more nearly 
perfect the substitutability, the more elastic the demand for an agent, 
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since an increase in its price will quickly lead to a shift to inputs of the 
other agent. 

4. When two productive agents are in a complementary relation to 
each other, anything that causes the price of one of them to rise will tend 
to decrease the demand for the other and hence to lower its price. Any- 
thing that causes the price of one of them to fall will tend to increase the 
demand for the other and hence to raise its price. This leads demand 
for each agent to be less elastic than would otherwise be the case, since 
market adjustments through the lowering of the price of one agent partly 
compensate for a rise in the price of the other (and vice versa). 

Appendix to Chapter 17 

Advanced Analysis of Interdependent Demands for 
Productive Services 

Input adjustments assuming two agents variable 

• Input adjustments of the firm may be clarified by the use of a hypo- 
thetical model in which we assume two kinds of productive services to 
be variable. This may be a long-run situation in which only two kinds 
of productive services are used; it may on the other hand be a short-run 
situation in which two variable agents are employed in various combina- 
tions with given fixed agents. The basis of the adjustment here, as in 
the simpler cases analyzed in Chapters 11, 12, 13, and 15, is a comparison 
of marginal costs with marginal revenues. 

Data on total outputs with different combinations of inputs of two 
productive agents are presented in Table 17 — 1. Each entry in the table 

TABLE 17—1 

Hypothetical Total Octputs; Combining Services A and B 


VA 

B\ 

16 

17 

18 

‘ 19 

20 

21 

22 

23 

24 

25 

26 

3,805 

3,904 

3,997 

4,084 

4,165 

4240 

4,309 

4,372 

4,429 

4,480 

27 

3,891 

3,995 

4,093 

4,185 

4,271 

4,351 

4,425 

4,493 

4,555 

4,611 

28 

3,973 

4,081 

4,184 

4281 

4,372 

4,457 

4,536 

4,609 

4,676 

4,737 

29 

4,061 

4,163 

4,270 

4,372 

4,468 

4,558 

4,642 

4,720 

4,792 

4,858 

30 

4,125 

4,241 

4,352 

4,458 

4,559 

4,654 

4,743 

4,826 

4,903 

4,974 

31 

4,195 

4.315 

4,430 

4,540 

4,645 

4,745 

4239 

4,927 

5,009 

5,085 

32 

4,261 

4,385 

4,504 

4,618 

4,727 

4,831 

4,928 

5,022 

5,110 

5,191 

33 

4,323 

4,451 

4,574 

4,692 

4,805 

4,913 

5,014 

5,110 

5,203 

5,290 

34 

4,381 

4,513 

4,640 

4,762 

4,879 

4,991 

5,098 

5,194 

5,288 

5,380 

35 

4,435 

4,571 

4.702 

4.828 

4,949 

5,065 

5,176 

5,276 

5,368 

5,455 


indicates the total output resulting from the associated combination of 
services A and B. A comparison of tw'o adjacent totals will therefore 
tell us the difference in total output resulting from a change of one unit 
in the input of one of these services. For example, when 19 units of A 
and 29 units of B are combined the resulting output is 4,372. Increasing 
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input of A by one Unit (to 20) results in an output of 4,468, which is 96 
more than before. The marginal product of the twentieth unit of A when 
29 units of B are employed is then 96. The marginal product of the 
twentieth unit of A when 30 units of B is employed is, however, slightly 
larger^ it is the difference between 4,669 and 4,468, or 101 units. These 
data are in fact merely a sector of what would be a more complete table 
of input-output possibilities ; they are a part of that range within which 
entrepreneurial decisions will be made.- It is characterized by the fact 
that, if any given input of A is assumed, say 22 units, each successive 
unit of B adds a smaller amount to the total product; and assuming any 
given input of B, each successive unit of A adds a smaller amount to the 
total product. Marginal products are diminishing. 

Now, in order to study the entrepreneur's input policy, let us assume 
that a unit of service A costs $96, a unit of service B, $86. In order to 
make our analysis as simple as possible, we shall assume further that 
this entrepreneur is selling in a purely competitive market in which he 
gets $1 per unit of output. His total revenue will then be $1 times his 
total output, and Table 17 — 1 may be regarded as a table of total 
revenues. 

This entrepreneur may proceed experimentally to find the best possible 
combination of services at these costs per unit and under the total 
revenue conditions given. Suppose he begins experimentally with 24A 
and 32B. This is clearly not his best possible position. By dropping one 
unit of A he will decrease his costs by $96 marginal cost, while his mar- 
ginal revenue is only $88 ($6,110-$6,023). He will in fact be better off 
to drop the twenty-third unit of A also, but the twenty-second he will 
retain at this level since it adds $97 to revenue ($4,928-$4,831) and only 
$95 to costs. In this situation B is still underemployed, however. An- 
other unit of B will add $86 to revenue ($5,014-$4,928) and only $86 to 
cost. Having added a unit of B, it will now pay to hire another unit of 
A, adding $96 to revenue ($5,110-$5,014) and only $95 to cost; it will 
not now pay to add the thirty-fourth unit of B, since to do so would 
add $85 to cost and only $84 to revenue. This entrepreneur will maxi- 
mize his profits by the employment of 23 units of A and 33 units of B. 
If we had assumed A to be priced at $100 including interest, and B, $80, 
in the maximum profit adjustment 22 units of A and 34 of B would be 
employed. On assuming the price of B to be unchanged when A went up 
in price to $100 the employment of both A and B would have been 
reduced, A to 21, B to 32 units. By assuming the price of B to remain 
unchanged we may experiment with various prices of A to. learn how 
much of each agent would be taken by this entrepreneur. The best 
possible adjustment in each case will be such that no addition of an 
agent will yield a marginal revenue in excess of marginal cost and no 
curtailment will reduce costs more than it reduces revenues. 

In the hypothetical enterprise that we have just examined, the services 
A and B were combined in various proportions depending on their relative 
prices. At prices respectively of $100 and $85 this entrepreneur would 
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21 units of A and 32 of B. If the price of A were lowered to $95, 
B lemaining at $85, the best adjustment would be 23 of A and 33 of B. 
This would be described in technical language as a complementary rela- 
tion between A and B because a lowering of the price of A resulted in both 
an increased use by this entrepreneur of A and an increased demand 
lor B. On the other hand, a shift of prices from A at $95 and B at $85 
to A at $100 and B at $80 would result in a substitution of B for A, the 
entre{n’eneur employing one more unit of B than before, one less unit of 
A, In our example, therefore, the services A and B may be used together 
in a complementary relationship and they may also be substituted for 
each other within certain ranges. 

We may now ask whether in any given situation with regard to the 
price of its product and of the agents it employs, this hypothetical firm 
is making a profit or a loss and whether it will operate in the short run, 
Let us assume the price of the product to be $1.00, and the prices of A 
and B to be $95 and $85 respectively. 

Suppose, further, that this is a short-run situation and that A and B 
are the only variable agents employed in this firm. At the best possible 
adjustment total output will be 5,110 and since it sells at a dollar a unit 
the total revenue will be $5,110. Variable cost will be the sum of the 
expenditure on 23 units of A and 33 units of B, or $4,990. Revenues 
exceed variable costs by the differences between $5,110 and $4,990 or by 
$120. It will pay this firm to operate in the short run. The profit or 
loss situation depends on what we assume with regard to fixed costs. If 
fixed costs are greater than $120 this firm will be operating at a loss and 
in the long run it will withdraw from the industry unless it can reorganize 
®n a more efficient basis. 

On the other hand, if we suppose A and B to be the only agents em- 
ployed in a new enterprise, total cost in the best adjustment will be 
$4,990 and profits will be $120. This means that there are profit oppor- 
tunities, and new firms will enter until the falling price of the product 
and the rising price of productive services eliminate the profit margin. 

Interdependence in the pricing of productive services 

In constructing the demand of a single firm for a given productive 
service. A, we assume the prices of products and the prices and the tech- 
nological-efficiencies of other productive services to “remain constant.” 
At various prices for this productive service the firm will take various 
quantities, and will combine them with different amounts of other pro- 
ductive services that are its complements or substitutes. A first approxi- 
mation to aggregate demand for A would then be the sum of each of the 
individual demands of the firms using this service (in whatever industry 
the firms may operate) . 

But a serious difficulty immediately arises. This aggregate demand 
IS constructed on the assumption that “other things remain unchanged”; 
but the shift from one price of A to another will itself cause a change in 
lome of these “other tUngs.” The action of the aggregate of firms will 
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have effects that would not follow from the action of one firm alone/ At 
lower prices for productive service A, the individual demands for produc- 
tive service B may increase (if it is complementary with A) or decrease 
(if it is substitutive with A) ; and vice versa if the price of A were to 
rise. Therefore the adjustment of each firm to the changed price of A 
changes the price of B, which in turn changes the demand of the individual 
firm for A. Let us see how this might work out in some hypothetical 
market adjustments. 

First we may suppose A and B to be complementary services, and that 
the supply of A for some reason increases. Sellers offering A will under- 
cut each other in order to make sales. As they do this, firms will find it 
advantageous to take more of A, and they will bid against each other 
to get more of B to use with A. In bidding against each other for B, 
the aggregate uf firms will bid the price of B up, which discourages some- 
what further increases in purchases of A. Thus through a gradual cutting 
of the price of A and bidding up of the price of B we arrive at a new 
market adjustment in which a greater quantity of both A and B is taken 
than before. A higher price is paid for B and a somewhat lower price 
for A, owing to the increase in its supply. 

Now let us suppose that A and C are substitutive services, and that the 
supply of A for some reason increases. Sellers offering A will again 
undercut each other in order to make sales. As they do so firms will 
employ more of A, substituting it in part for C. The more they replace 
C, the more will be the sellers of C who will be unable to find outlets for 
their services, and who will therefore start cutting price in order to 
maintain employment. This will check the process of substitution of A 
for C. In the new market adjustment there will be more units of A 
employed than before, fewer units of C, and the prices of both A and G 
will have dropped. 

Thus if A, B, and C are all productive agents employed in the same 
firms, an initial change in the suj^ply of A will have direct repercussions 
on the price and employment not only of A but of B and C as well. If 
the supply of A increases, the result will be increased employment of 
A and B and decreased employment of C, accompanied by lower prices 
of A and C and a higher price of B. If the supply of A decreases, the 
result will be decreased employment of A and B and increased employ- 
ment of C. accompanied by higher prices of A and C and a lower price 
of B. 



CHAPTER 18 
Joint Products 


In June 1940, Fortune Magazine published an article entitled “Goodrich 
Mechanical Rubber . . . Tires are Flattening ... so Goodrich among 
others expands its elastic frontier with synthetics and 32,000 products.” 
In the same issue there appears an article on Kresge’s, and among the 
pictures illustrating this article is one of counters piled high with mis- 
cellaneous items, the scene entitled “The five and tens expand the cir- 
cumference of a dime.” The next issue features an article on Nylon, one 
of the thousands of products manufactured by Du Pont. These are 
some of the things that are making news in business today — ^new products 
developed and manufactured by large corporations turning out not just 
one^ commodity, but literally thousands. Such diversity is not typical 
of industry in general, but neither is the one-product organization we 
have assumed thus far. Even farmer Brown produces more than one 
commodity, and the comer grocer carries hundreds of different com- 
modities on his shelves. 

There are many reasons why these firms produce more than one com- 
modity; these reasons were discussed in some detail in Chapter 5. It is 
convenient here to remind ourselves of three principal reasons, however. 
(1) It may be that technical conditions of production make it more ad- 
vantageous to produce two commodities together rather than separately. 
In some cases in fact there may be little choice in the matter. One 
cannot very well butcher a steer, for example, and get only sirloin. In 
other situations the necessity may be less but the advantages neverthe- 
less great. (2) When two products are usually wanted together by con- 
sumers, they will usually be offered for sale together, at least on the retail 
level, sharing the clerking costs, store rent, and so on, that cannot be 
allocated to either one or the other alone. (3) By diversifying produc- 
tion in certain ways it is sometimes possible to establish, maintain, and 
exploit monopoly positions that bring profits to the firm. Monopolistic 
conditions will be considered in later chapters. 

Does the fact that in most cases one firm produces several separate 
products mean that our analysis of single-product firms has little use- 
fulness in the actual economy? Not at all. The processes of adjust- 
ment that we have described apply also in situations in which a firm 
produces two or more products, but the problem is more complicated and 
the analysis is therefore also more complex. In other chapters the dis- 
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cussion mns largely in terms of single-product firms because of the 
p-eater simplicity of that analysis, but the same considerations are also 
in essentials the basis of action in a multiple-product situation. It is 
the purpose of this chapter to indicate how our analysis of adjustments of 
a firm producing a single product may be elaborated to describe the case 
of a multiple-product firm, and to show what effects the actions of indi- 
vidual firms thus described will have on the total market situation for 
the commodities involved. 

Characteristics of ^"Joint Products'" 

"Joint products" and "joint costs" 

Whenever two or more products are produced by the same firm so 
that some of the costs of that firm are for both together, they are 
described as “joint products,” and the costs that they share are “joint 
costs.” It would be quite impossible to decide exactly how much of the 
butcher’s' wages should be regarded as part of the costs of producing 
bacon, how much as part of the cost of producing lard. It would be 
equally impossible to decide how much of the rent paid in a retail store 
should be considered a cost of retailing gloves, how much of hose. In 
defining joint products and joint costs we have thus indicated the major 
factor that differentiates them from single-product situations and com- 
l)licates the analysis of the behavior of the firm ; some oj the costs cannot 
be separately determined. 

Complementary and substitutive production 
relations between joint products 

A situation analogous to that of complementary and substitutive de- 
mands for different productive agents appears in the case of interrelated 
supplies of joint products. Complementary joint production between 
two (or more) commodities, say lard and bacon, arises when an increase 
in the production of one will lead to an increase in the production of the 
other (or others) as well. Substitutive joint production between two (or 
more) commodities, say frying pans and sauce pans, arises when an 
increase in the production of one will lead to a decrease in the production 
of the other ( or others). Any two products may sometimes be in one rela- 
tion and sometimes in the other — ^this is clearly possible with regard to the 
frying pans and sauce pans — but in any given situation in the firm one or 
the other relation will appear. The most extreme case of complementarity 
arises when a change of a certain amount (say one pound) in the output 
of one product is inevitably associated with a change of a certain amount 
(say two pounds) in the output of the other (or others) . This may be 
called perfect complementarity; ^ the proportions of the two commodities 
produced are in this case absolutely fi.ved by technical conditions. 

1 Perfect complementarity is sometimes described as joint production in “fixed 
proportions,” while any other case — ^whether complementary or substitutive — is de- 
scribed as joint production in “variable proportions.” 
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Examples of perfect complementarity are hard to Ifind; but in a number 
of instances the situation is very close to this, especially over limited 
periods of time. Examples are cotton fiber and cotton seed, wool and 
mutton, lard and bacon from certain types of hogs within a time span too 
brief to breed for changing proportions, silver and copper refined from 
ores in which the two metals appear together. Over longer time periods 
it is possible to change the proportions of these commodities somewhat, 
though the relation will still tend to be complementary. 

On the other hand, if a furniture manufacturer decides to increase his 
output of tables, it is quite likely he may find it necessary to decrease his 
output of desks and vice versa. The materials, the equipment, the fac- 
tory space, the skilled cabinet-makers, all of these are resources that can 
be used by him alternatively in producing either tables or desks. If the 
demand for tables were to increase while that for desks remained un- 
changed, he would decide it was more worth while to divert some of the 
resources he previously used in producing desks into the production of 
more tables. Insofar as this relationship prevails, the tables and desks 
are substitutive joint products.^ 

A very interesting case of shifting relation between commodities tha^ 
have at times been complementary and at other times substitutive in 
supply is afforded by petroleum products. At first gasoline was a by- 
product of kerosene; as much kerosene as possible was obtained from the 
crude od, and beyond this point any increase in the production of kerosene 
required more crude oil and resulted in more gasoline. Gasoline and 
kerosene were so completely complementary in joint production that the 
proportions between them remained constant as the output of kerosene 
was expanded. Later demand conditions changed. People wanted more 
gasoline; and the result was that with increased production of gasoline 
the output of kerosene tended to diminish. Gasoline and kerosene were 
substitutive joint products. Now almost as much gasoline as possible is 
refined out of crude oil, and any increase in the price and output of 
gasoline results in an associated, complementary, increase in the offerings 
of kerosene. 

Pure competition and the position of joint product firms 

The conditions of pure competition among sellers of joint products are 
the same as among sellers of single products. Each of the products 
offered is also produced in exactly the same form by many other sellers. 


2 The most extreme case of variable proportions (which may be either comple- 
mentary or substitutive) occurs when two or more products of one enterprise are 
technically completely independent (that is, where changes in the output of one 
have no necessary connection with the quantity of the other or others). The costs 
that are common to such products are often called '^overhead costs.” The retailer 
who makes many goods available to consumers in the same place and at the same 
time is an e^mpie of a seller of many independent goods with common costs, i.e., 
^^overhead,” in the rent of his store and the services of his sales clerks. For present 
purposes we may regard overhead costs as simply one case of joint costs with vari- 
able .oroportions. 
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As a result, no single firm is in a position to exert alone any control over 
market price; profits will be maximized, losses minimized, only by adjust^ 
ments of outputs to the optimum relationship with given market prices 
of the products. Thus the individual farmer who produces com and 
alfalfa in rotation is unable to alter the market prices of either of these 
commodities by changing his production plans. 


The Output and Pricing of Joint Products 
That Are Perfectly Complementary 

When two products are produced always in the same proportions they 
may be regarded as just one composite product so far as production 
adjustments are concerned. There is no possibility of separating any 
part of the costs of producing one from the costs of producing the other. 
The same statement holds if there are three, or four, or five such products ; 
but we shall confine attention to examples of two products merely in order 
to simplify the discussion. What then would be the adjustment in a firm 
producing two such products, and what would be the prices at which such 
products would tend to sell? These questions can be answered very 
simply. 

Output p)olicy of the firm 

Let us suppose that a firm is mining silver and copper, and that these 
products are “perfectly complementary” because of technical character- 
istics of this production. It is impossible to increase the output of one 
without increasing in the same proportion the output of the other. It may 
be, for example, that 1 pound of silver always accompanies 2 pounds of 
copper. Since the production of silver and copper is, by assumption, 
inseparable and in fixed proportions of 1 pound to 2, we may simply 
define a unit of output as 1 pound of silver plus 2 pounds of copper. 
Since they cannot be produced separately or in varying proportions, the 
products, silver and copper, are essentially one product so far as planning 
production is concerned. In Table 18 — 1 we have given a hypothetical 

TABLE 18^1 

Hypothetic.vl Costs or Producing Two “Perfectly Complementary” Commoditibs 


Composite 

Composite 

Composite 

marginal 

outputs 

total unit cost 

unit costs 

21 

$52.00 

$ ? 

22 

50.45 

18.00 

23 

49.13 

20.00 

24 

48.33 

30.00 

25 

48.00 

40.00 

26 

48.04 

49.00 

27 

48.48 

mm 

28 

49.29 

71.00 

29 

50.34 

80.00 

30 

51.66 

90XX) 


*One unit of comnoslte output is 1 pound of silver plus 2 pounds of copper* 
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schedule of total cost per composite unit of output (silver plus copper) and 
the corresponding composite marginal unit costs. We are assuming that 
outputs can be varied one composite unit at a time merely because this 
simplifies the analysis. 

Any given set of prices of the two commodities may be added together 
to get the composite unit price, the price of 1 pound of silver plus 2 pounds 
of copper. Under conditions of pure competition this composite unit price 
will also be the composite marginal unit revenue to the firm. Suppose the 
price of silver to be $30 a pound, that of copper to be $10 a pound ; the 
composite unit price would then be $30 plus twice $10, or a total of $50. 
The addition of one composite unit to output will add $50 to revenue. 

Under these circumstances, what would be the maximum profit output of 
the firm? The answer is exactly as in the case of a single product, except 
that in the present case we are comparing composite costs with composite 
revenues. Maximum profit output will he the largest at which composite 
marginal unit revenue is stUl greater than or equal to composite marginal 
unit cost, at S6 units in our illustration. If output were expanded beyond 
this point the addition to cost (composite marginal unit cost) would be 
greater than the addition of $60 to revenue (composite marginal unit 
revenue). To stop short of this point would be to fail to realize the 
maximum profit (or minimum loss) position, since the addition of another 
composite unit would add more to revenue than to costs. 

Short-run supply of "perfectly complementary" joint products 

Since all production decisions in the case of joint products technically 
fixed in proportions are based on composite costs and revenues, we might 
draw up composite supply schedules also. The number of composite units 
offered for sale by a competitive producer at each of a series of composite 
unit prices would he based on the relation between composite marginal 
unit costs and composite price (just as in the case of single products the 
individual supply schedule is based on the comparison of marginal unit 
costs of the single product and its price) . The total amount offered by all 
firms together at any given composite unit price will of course be the sum 
of the offerings of individual firms. 

Here there is an interesting difference between the single-product situ- 
ation and that of multiple products in fixed proportions. We cannot 
draw up separate supply schedules for perfectly complementary joint 
products. The amounts of silver that will be offered for sale depend not 
on a relation between costs and the price of silver separately, but on a 
relation between the composite marginal unit costs of silver and copper 
together and the prices of silver and copper together. The amounts of 
silver and copper offered at any given composite unit price' w'ill be the 
same whether the price of silver is high and copper low or vice versa, so 
long as they add up to the same amount for the two together. Thus if 
silver were $20 a pound and copper $15, so that one composite unit of 
silver plus copper were ($20 plus twice $15) still $50, the adjustment 
would be exactly the same as when the price of silver is $30 and that of 
copper $10. 
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Demand schedules for joint products 

The demand schedule of a particular commodity is usually constructea 
on the assumption that the prices of other commodities remain unchanged. 
Strictly then, we should construct different demand schedules for silver at 
each assumed price of copper and vice versa. Another alternative would 
be to assume that the demands for silver and copper were completely 
independent of each other so that whatever the price of silver the demand 
schedule for copper would be unchanged; whatever the price of copper 
the demand schedule for silver would be unchanged. 

On this assumption that the demands for silver and for copper are 
independent of each other, we may construct their separate demand 
schedules. Such hypothetical schedules are given in Table 18 — 2 and 


TABLE 18—2 


Hypothetical Demand Schedule fob Silver 


Quantity of 
silver ( pounds) 


Price of 
silver 


50,000 $40 

100,000 36 

150.000 30 

200.000 25 

250.000 20 

300.000 15 


Table 18 — 3, By adding together the associated prices of silver and 

TABLE 18-3 

Hypothetical Demand Schedule for Copper 


Quantity of Price of 

copper (pounds) copper 

100,000 $12 

200,000 11 

300.000 10 

400.000 9 

600.000 8 

600,000 7 


copper we arrive at the composite unit prices at which each quantity of 
composite units of silver and copper would be taken by consumers. This 
composite demand schedule is given in Table 18 — 4. For example, when 

TABLE 18—4 

Hypothetical Composite Demand Schedule; Silver Plus Copper 


Quantity of Composite 

composite units * unit price 

50,000 $64 

100.000 57 

160.000 50 

200.000 43 

250.000 36 

300.000 29 


*One composite unit equals one pound silver plus two pounds copper. 
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60.000 pounds of silver are produced there will be an associated output of 

100.000 pounds of copper; 50,000 pounds of silver will be purchased at 
$40 a pound, and 100,000 pounds of copper will be purchased at $12 a 
pound. Since a composite unit of output has been defined as one pound 
of silver plus two pounds of copper, 50,000 pounds of silver plus 100,000 
pounds of copper make up 60,000 composite units of the two products 
together. The composite unit price at this output level is $40 plus $12 
plus $12, or the $64 entered in Table 18 — 4; that is, one pound of silver 
plus two pounds of copper will sell for a total of $64 when the output of 
these metals is 50,000 composite units. Each of the other items in 
Table 18 — 4 is similarly derived from the separate demands for silver 
and copper.® 

The short-run pricing of "perfectly complementary" joint products 

The pricing process in all competitive markets is a process of compe- 
tition between sellers to sell their goods, between consumers to buy these 
goods.* 

Suppose that the total offerings of all firms together were as indicated 
in Table 18 — 5. This is a hypothetical composite short-run supply 
schedule for the commodities silver and copper, the sum of individual 
supply schedules based on the relations between composite marginal unit 
costs and composite unit pric.es. Under the demand conditions assumed 
by Tables 18 — 2 and 18 — 3, and by the composite table derived from them, 
Table 18 — 4, the composite market price would tend to the level $50, with 
an output of the industry of 150,000 composite units (that is 150,000 

3 Unfortunatelj”, at least for the student of economics, the assumption that the 
demands for two joint products are mutually independent is not always justified. 
While it may be a reasonable assumption in the case of wool and mutton, for ex- 
ample, it is clearly not a reasonable assumption in the case of different cuts of meat 
from the same animal. Interdependence of demand does not create any serious 
problem in the analysis of single product industries, since shifts in production re- 
sponding to changes in demand for one product do not change automatically the 
^^other prices” assumed unchanged in the construction of demand schedules. Such 
interdependence cannot be so lightly dismissed in the case of joint products, where 
shifts in outputs of one product are directly associated with shifts in outputs and 
hence prices of other products. Given any particular underlying set of consumer 
preferences, there are many different price and quantity relations as expressed in 
the various demand possibilities for two products closely related in consumers^ 
choices. The construction of various demand possibilities under these circumstances 
involves analysis too complex for us to undertake here. It is important, however, 
that we recognize that the existence of such interrelation may have important im- 
plications for social policy. More than one error has been precipitated by attempts 
to apply the simplified analysis of a single product case to a case of joint products 
where demands are interdependent. Nowhere have such errors been more striking 
than in analysis of the effects of excise taxes on certain commodities that are charac- 
terized by these complex interrelationships on the side of both demand and supply. 

^In some cases this process appears in very complex form; in some cases it is 
relatively simple. We shall not undertake here to follow through pricing of prod- 
ucts when the demands for these products are interrelated, since this analysis would 
be far too complex. It is useful, however, to consider the process as it would func« 
tion under the amumption that these demands are mutually independent. 
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TABLE 18-5 

Hypothetical Composttb Shor't-run Supply 


Quantity of Composite 

composite units * unit price 

50,000 $30 

100.000 40 

150.000 50 

200.000 60 

250.000 70 

300.000 80 


♦One coniposlfe unit e(|iial8 one pound sliver plus two pounds copper. 

pounds of silver plus 300,000 pounds of copper) . At any composite price 
higher than this more would be offered than was wanted; at any price 
lower more would be wanted than was offered. Just as in the case of a 
single product, the competition of buyers and sellers would lead to- an 
adjustment at a price for each product such that the amount wanted and 
the amount offered would be the same. 

What determines the separate prices of silver and of copper? Their 
separate prices will depend on the shapes and positions of the separate 
demand schedules, as presented in Tables 18 — 2 and 18 — 3. Since the 
demand for silver is great relative to that for copper, the price of silver is 
higher than is that for copper. Having found the short-run equilibrium 
adjustment of the industry for the two products together, we can find the 
separate prices of each by reading from their separate demand schedules 
the prices at which the equilibrium quantities of each could be sold: 

150.000 pounds of silver will be purchased at $30 a pound (Table 18 — 2) ; 

300.000 pounds of copper will be purchased at $10 a pound (Table 18 — 3). 

Long-run adjustments 

It is evident that the industry of which the firm in our preceding dis- 
cussion is a member would not be in a position of long-run equilibrium. 
At the optimum output of 26 composite units, total revenue of this firm 
would be 26 times $50, or $1,300; total cost would be 26 times 48.04, or 
$1,093; and profit would be $1,300 -$1,093, or $207. Anticipating profit 
opportunities, new firms would enter this industry,® and they would con- 
tinue to enter until there were no further profit opportunities, until the 
composite unit price was just equal to the lowest composite total unit cost. 

What of the separate prices of silver and copper in this long-run adjust- 
ment? Their relative prices will still depend on the relative positions and 
shapes of the separate demand schedules. As new firms appear in the 
industry and outputs are increased, the prices of both products will fall, 
but one may fall much more than the other, depending on the degree of 
demand elasticity for the product. If the demand for silver were very 
elastic and the demand for copper were very inelastic, the new idjustmeirfc 


Assuming freedom of entry. 
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would involve ft much sharper drop in the price of copper than in that of 
silver. 

How does this analysis compare with that of long-run adjustments in 
single-product industries? It is essentially the same. New firms will 
enter an indust^ in which profits are anticipated; firms will withdraw 
when they anticipate that losses would result from reinvestment. In the 
long-run equilibrium position lowest composite total unit cost will equal 
the composite unit price. The only difference lies in the impossibility of 
separating out the costs of the two joint products and comparing these 
separate costs with separate prices. 

The Output and Pricing of Joint Products the 
Proportions of Which Can Be Varied 

While there may be many instances of almost perfect complementarity 
in short-run adjustments, over longer periods it is almost without excep- 
tion possible to vary proportions somewhat. We are now ready to ex- 
amine these cases, assuming either complementary relations that are only 
partial (not perfect) or substitutive relations. 

Output policy of the firm 

The problems presented by production of joint products that can be 
varied in proportions are almost exactly like those involved in dis- 
cussing interdependent demands for the services of productive agents in 
Chapter 17. Let us assume a manufacturer of kitchen furniture to be 
producing just three standardized items that are exactly like the furniture 
made in hundreds of other firms; these items might be straight wooden 
chairs, ladder footstools, and kitchen tables. The chairs sell for $2.50 
each, the footstools for $3.00 each, and the tables for $3.50 each, at current 
market prices. This producer will seek to arrive at the most profitable 
possible combination of outputs of chairs, footstools, and tables; and he 
will seek to find this most profitable possible combination by both 
actual and mental experimentation. When he arrives at the most profit- 
able (or at the least unprofitable) position it will have the following 
characteristics: 

1. The number of chairs produced will be such that to add another 
chair, given the quantities of tables and footstools he is producing, would 
add more than $2.50 to costs (the marginal unit cost of producing another 
chair would be more than the resulting marginal unit revenue of $2.50) ; 
if it would add less than $2.50 to cost he would be able to improve his 
position by adding another chair, since the addition to revenue would be 
$2.50. Moreover, to produce one less chair would reduce costs by less 
than $2.50; otherwise (if costs would be reduced by more than $2.50) he 
could improve his position by curtailing his output of chairs, since costs 
would be reduced more than revenue. 

2. The number of footstools produced will be such that to add another 
footstool, given the quantity of chairs and tables he is producing, would 
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add more than $3.00 to costs, and to produce one less footstool would 
reduce costs by less than $3.00. 

3. The number of tables produced will be such that to add another 
table, given the quantity of chairs and footstools he is producing, would 
add more than $3.50 to costs, and to produce one less table would reduce 
costs by less than $3.50. 

These findings may be summarized under a general statement to de- 
scribe the most profitable adjustment of any competitive producer of joint 
products the proportions of which can be varied. (1) There will he no 
further expansion in the output of any product that would add less to cost 
than to revenue; if there were it would be undertaken. (2) There will he 
no curtailment of output of any product that would reduce cost more 
than it would reduce revenue; if there were, the curtailment would be 
made. These two statements may be put even more briefly: outputs of 
all products will tend to be adjusted in such a way that for each product 
marginal unit cost and marginal unit revenue are equal. If this firm is 
selling in purely competitive markets (our assumption) it then follows 
that adjustments on all fronts will tend to be such that for each product 
marginal unit cost and selling price will he equal. 

Adjustment of a firm to a change in the price 
of one among several joint products 

Any change in the price of one of a group of joint products will change 
the most profitable combination of products in a firm. Let us suppose 
that in our furniture factory the production of chairs and of tables is 
largely substitutional while the production of chairs and footstools is 
largely complementary.® Now what would happen to adjustments in this 
firm if the price of chairs were to change? 

First, let us suppose that due to an increase in the demand for chairs 
the price obtainable rises. Since he can now get more for chairs than 
before, this manufacturer will be likely to produce more of them ; but that 
is not all. The rise in the 'price of chairs will affect his policies with 
regard to footstools and tables as well. Since footstools are comple- 
mentary with chairs, the increase in the output of chairs will mean that 
additions to costs in expanding the output of footstools will be less than 
would previously have been the case, and he will therefore expand his out- 
put of footstools. He will reduce the number of tables he is producing, 
however, diverting the wood and labor and other resources to producing 
more chairs and footstools. When he arrives at his new most profitable 
adjustment it will again be true that each commodity is produced to a 
point mch that, given the existing quantities of other products in the firm, 
its marginal unit cost and selling price are equal. He will have increased 

®It is important to recognize here that the substitutive and complementary rela- 
tions discussed are with regard to the production conditions in firms, not with regard 
to consumer demands for these products; relations in consumer demands might be 
quite different from those arising from technical factors in production adjustments. 
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his production oj chairs and of the complementary good, footstools; he 
will have curtailed his production of the substitute good, tables. 

Now let us suppose that the price of chairs, instead of rising, had fallen. 
This will discourage the production of chairs; price is not as great as 
marginal unit cost at the previous output adjustment. The reduction in 
output of chairs will lead to a reduction in output of the complementary 
product, footstools, as well. But this will encourage a substitution of 
tables for chairs and footstools in the activities of this furniture manu- 
facturer; the output of tables will be increased. Finally, once more he 
will arrive at an adjustment in which each commodity is produced to a 
point such that, given the existing quantities of other products in the firm, 
its marginal unit cost and selling price are equal. He will have decreased 
his production of chairs and of the complementary good, footstools; he will 
have increased his production of the substitute good, tables. 

There is implied in this analysis (as in the parallel analysis of injxit 
adjustments in Chapter 17) another generalization that must be stated in 
order to complete our characterization of the adjustment of outputs of 
joint products. When any two products can be substituted for each other 
in the production processes of the firm it may be that another unit of 
either of them would add less to cost than to revenue, and yet the 
advantage gained by adding one may be greater than the advantage 
gained by adding the other. In his most profitable adjustment the 
entrepreneur must have adjusted his outputs of different goods in such 
a way that there is no regrouping that would improve his position. 

The supplies and prices of joint products 

. From the previous discussion it is evident that it would be quite im- 
possible to construct a supply schedule for any one among a group of 
joint products without taking into account the prices at which the 
other products would sell. The output of tables in our hypothetical firm 
depended on the prices not only of tables, but of chairs and footstools 
as well. This is not, however, a counsel of despair. There are some 
important conclusions which may be drawn from this analysis; 

1. When two joint products are in a substitutive relation to each other, 
anything that causes the price of one of them to rise will tend to decrease 
the offerings of the other and hence to raise its price. Anything which 
causes the price of one of them to fall will tend to increase the offerings 
of the other and hence to lower its price. The more nearly perfect the 
substitutability, the more elastic the supply of each product, since a drop 
in the i^ce of one product will lead producers to shift quickly to the other 
and vice versa. 

2. When two joint products are in a complementary relation to each 
other, anything which causes the price of one of them to rise will tend to 
increase the offerings of the other and hence to lower its price. Anything 
which causes the price of one of them to fall will tend to decrease the 
offerings of the other and hence to raise its price. The more nearly 
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'perfect the complementarity the less elastic the supply of each product, 
since market adjustments through the lowering of the price of one product 
vM partly compensate for a rise in the price of the other (and vice versa). 

The market adjustments in the pricing of these joint products will again 
tend to fulfill the essential conditions characteristic of single products. 
When the market is in equilibrium (either short-run or long-run) , all firms 
will he operating at output combinations such that the separate marginal 
unit costs of each of the products are equal to (or just less than) their 
separate selling prices. Under these circumstances no seller can gain in 
the short run by any readjustment available to him. The competition of 
sellers and buyers will have resulted in an adjustment such that the 
amount of each product wanted at its 'market price equals the amount 
offered at that price, given the existing prices for the other products. 

Long-run adjustments 

All long-run adjustments involve the entry or withdrawal of firms in 
response to profit (or loss) anticipations. If entrepreneurs see profit 
opportunities in producing joint products, new firms will be established. 
If losses are anticipated, existing investments will not be replaced. But 
although long-run adjustments are like those in single product situations 
in that new firms will appear when there are profit opportunities, and old 
firms will withdraw when losses are anticipated, there is one significant 
difference. It is impossible to separate completely costs of the two or 
more products produced jointly. Therefore, it is impossible to speak of 
separate total unit costs, and to compare them with prices. Moreover, 
we cannot evade this difficulty by speaking of composite total unit costs, 
if the proportions of the products can be varied, since there is no such 
thing as a “composite unit.” 

Significance of Joint Products in the Use of Single 
Product Analysis 

In the preceding pages we have applied marginal analysis, and the 
analysis of long-run adjustments to profit anticipations, to cases of joint 
products. There is nothing new in the type of analysis which we have 
employed, but new complexities appear in the adjustments examined. 
Some of these complexities are such that firms will inevitably make much 
rougher approximations to the maximum profit positions described than 
would be expected where the problems of adjustment were simpler. We 
are now ready to review these findings: 

1. Certain generalizations apply to all cases of pure competition: 
(a) Outputs of products in each firm will tend to be adjusted to a level 
such that marginal unit cost and selling price are equal; in the special case 
of perfectly complementary joint products marginal costs cannot be 
determined separately and the comparison is therefore between composite 
marginal unit costs and composite unit price, (b) Market prices (in both 
short- and long-run adjustments) will tend to levels such that, with the 
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existiiig prices for all other products, the price of each exactly equates 
the amounts offered by sellers and the amounts wanted by the buyers, 
(c) Wherever there are profits or losses, firms will tend to move in or out 
until costs are just covered. 

2. The most important differences between single-product analysis and 
the joint-product situations are these: (a) Total costs cannot be sepa- 
rately determined for joint products, so that comparisons between price 
and total unit cost are not very meaningful in such cases (though com- 
posite total unit cost can be compared with composite unit price in the 
case of perfectly complementary joint products) ; the alternative is to turn 
to a comparison between total revenues and total costs of the firm in its 
most advantageous adjustment, (b) The supplies of joint products are 
mutually interdependent and cannot be considered separately except 
under very specific assumptions concerning the prices of all other products 
in the joint group; this is in fact merely a refinement of the assumption 
made in dealing with single products that “all other things remain un- 
changed.’’ (c) The relations between joint products have important 
effects on the degrees of responsiveness of sellers to changes in the price of 
any one of the products; they lead sellers to be more responsive (supply 
to be more elastic) where the relation is substitutive, less responsive 
(supply to be more inelastic) where the relation is complementary.^ 

^ Do these differences invalidate the use of the simplified models of 
single-product analysis to explain basic processes in a free enterprise 
economy in which multiple products are the typical situation? The 
answer is definitely, No. The basic similarities are for most purposes 
more important than the differences. Single-product analysis will give us 
the right answer with regard to most questions we might ask about 
products that are in fact produced jointly with other goods. It is only 
when we are especially interested in adjustments among closely related 
products that the further refinements of joint-product analysis are needed. 
Such refinement is important, for example, if we wish to study the 
ramifications of a tax on sirloin as it would affect other beef products, the 
effects of a tariff or subsidy to wool producers on the sales and prices of 
mutton, and other similar problems. 

Appendix to Chapter 1 8 

Advanced Analysis of Output Adjustments 
of Joint Products the Proportions 
of Which Can Be Varied 

Suppose the products A and B to be variable in proportions, and the 
total costs to the firm of the various output combinations of these two 

^ Moreovor, when we attempt to carry the analysis of the behavior of individual 
firms in+o an analysis of market positions, we run into a whole new set of consid- 
erations in the interdependence of products on the side of demand. While interde- 
pendence of demand is a very common fact throughout the economy, it introduces 
no serious difiSculties of analysis except where it is associated at the aami. time with 
interdependence in production. 
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products to be as indicated in Table 18 — 6. How should we read this 
table? Each column shows the total costs of producing various outputs of 
B in combination with some given output of A. Thus column 1 of the 
table gives the total costs of producing 17 units of A plus 28 of B, 17 units 
plus 29 of B, 17 units of A plus 30 of B, and so on. By comparing 
these successive total costs we may determine the marginal unit cost of, 
say, the twenty-ninth unit of B when produced in combination with 17 
units of A. Column 2 gives us similar information when 18 units of A are 
being produced. The marginal unit cost of adding a twenty-ninth unit of 
B will vary, depending on the proportions in which B was previously pro- 
duced relative to A. When there are 17 units of A produced, the twenty- 

TABLE 18—6 

Hypothetical Total Costs op Producing Two Commodities 
IN Variable Proportions 


Units of Product B 

Units of Product A 

17 

18 

19 

20 

'28 

$167.50 

$172.50 

$178.50 

$185.50 

29 

170.00 

174.50 

180.00 

186.50 

30 

173.00 

177.00 

182.00 

188.00 

31 

176.50 

179.70 

184.20 

189.90 

32 

180.50 

1 

183.50 

187.00 

192.70 


ninth unit of B would add $170.00 — 1167.50, or $2.50 to costs; when 
18 units of A are being produced, the addition of a twenty-ninth unit of B 
would add $174.50 — $172.50, or $2.00 to costs. 

In the same way we may determine marginal unit cost of, say, the 
eighteenth unit of A when a given quantity of B is produced. Reading 
across the table horizontally, we find the total cost figures for producing 
17, 18, 19, 20 units of A in combination with 28 units of B; or, in the 
second line, the total costs of producing 17, 18, 19, 20 units of A in 
combination with 29 units of B, and so on. By comparing successive 
totals in this direction, we arrive at figures for the marginal uni^ costs of 
additional units of A when produced in combination with some given 
quantity of B. 

Thus the table of total costs of different output combinations of A and 
B serves as a basis for estimating the change in costs that would result 
from changing the combination of outputs by adding or subtracting one 
unit of either commodity. We are able to arrive at separate marginal 
unit cost figures, not merely the composite figures obtained when pro- 
duction was in fixed proportions. 

How will the producer whose costs are given in Table 18 — 6 arrive at his 
optimum output adjustment? To answer this question, we would have to 
know his expectations with regard to the separate prices of A and of B 



266 


JOINT PRODUCTS 


We shall suppose the price of A to be $4.75, that of B $2.85. Any addi- 
tion of a unit of A will then add $4.75 to his revenues; any decrease of one 
unit of A will diminish his revenues by $4.76. Similarly, any addition of 
one unit of B will add $2.85 to his revenues; any decrease of one unit of B 
will diminish his revenues by $2.85. He will compare these separate 
marginal unit revenues with the various separate marginal unit costs. 

Let us experiment with the problem confronting this enterprise. Sup- 
pose we start at random at any output combination, say 19 units of A and 
30 units of B. Will it pay to make any changes in this output combina- 
tion, or have we already happened on the best possible position? We 
shall certainly not increase our output of A by another unit, since to do so 
would add $6.00 to costs and only $4.75 to revenue. In fact, given 
30 units of B we are already producing too much of A. If we drop off the 
nineteenth unit we shall lower our costs by $5.00 (the marginal cost of the 
nineteenth unit of A produced in combination with 30 units of B is $5.00) . 
Dropping off the nineteenth unit will then lower costs more than the loss 
of $4.75 in gross revenue. The eighteenth unit will, however, be retained, 
since it adds but $4.00 to costs and $4.75 to income. But it would pay 
now to increase the output of B to 31 units, since this will add but $2.70 
to costs, $2.85 to revenue. And with 31 units of B it will pay to increase 
output of A to 19 units again, adding $4.50 to cost, $4.75 to revenue. This 
is an optimum position since it will not pay to change the output of either 
product. Stated in more general terms, a firm will continue to add units 
of each product so long as to do so will add less to costs than to revenue; 
it will not add units that add more to cost than to revenue. This is 
exactly the kind of adjustment made in single-product firms. 

The determination of the optimum output positions of firms producing 
joint products in variable proportions is thus possible for each combina- 
tion of prices of the products. If we had assumed prices of $4.50 for A and 
$3.10 for B, the optimum adjustment would be found in the same way, 
and it would be at a different combination than with prices of $4.75 and 
$2.85. This understanding of the adjustment of individual firms again 
gives us a basis for constructing individual supplies and hence aggregate 
supplies. 

This analysis shows clearly what the reader should have suspected all 
along. Any two or more commodities may be in a complementary rela- 
tion for some ranges of ratios between their prices and in a substitutive 
relation for others. This fact would have to be taken into account 
especially where extreme shifts in price are involved, and where variations 
of proportions are easily accomplished. 



CHAPTER 19 


Purely Competitive General Equilibrium 


In the last few chapters we have been gradually “working ourselves up” 
to the point where we could conceive of and describe such a thing as a 
general purely competitive equilibrium of an economy as a whole. More 
and more elements of interdependence in the economic system have be- 
come apparent — interdependence between demands for various products 
and for productive agents used in making them, interdependence between 
supplies of products and the supplies of resources used in their production 
(along with demands for these same resources in other uses) , interdepend- 
ence in the buying of different resources, interdependence in the producing 
of various goods. Changes introduced at any one point vent their force 
in all directions through the economic system. Before there has been time 
for a full adjustment to any one change new situations arise and a new 
wave of adjustments spreads through the economy. To analyze all these 
many things at once would be a hopeless task; and to analyze them a bit 
at a time and stop there is to leave the puzzle in pieces. We can, however, 
pull these parts together in a description of what the characteristics of a 
purely competitive economy would be if all the forces generated at a 
given time could be followed through to an ultimate stable position 
without the intervention of new conditions giving rise to new sets of 
adjustments. A description of this imaginary purely competitive general 
equilibrium provides us with a sort of guiding North Star where otherwise 
the complexity of economic relations would seem to be only darkness and 
confusion. 

The Characteristics of General Equilibrium in a 
Purely Competitive Economy 

There is probably no more abstract concept in economics than that of 
an economy purely competitive throughout and in complete general 
equilibrium. Yet this concept has been used extensively and is a con- 
venient tool for many purposes. What are the conditions that would 
prevail if all adjustments in a purely competitive economy were given time 
to “work themselves out” to a general equilibrium? This general equi- 
librium would be attained when there remained no opportunity for any 
individual or firm to improve his position by any change in his activities 
or role in the economy. Its characteristics would be as follows: 

267 
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1. In each firm productive agents would be hired in a quantity and 
TOmbination such that: (a) No further addition of a unit of any agent to 
input would result in a marginal sale value greater than average expendi- 
ture. (b) No further curtailment of input would involve a reduction of 
cost greater than the associated reduction of revenue, (c) No alternative 
method of production would improve the position of the firm. 

2. In each firm joint products would be produced in a quantity and 
combination such that: (a) No further addition to the output of any 
product would result in a marginal unit cost less than selling price, 
(b) No further curtailment of output would involve a reduction of cost 
greater than the associated reduction of revenue, (c) No alternative 
combination of product outputs would improve the position of the firm. 

3. No firm would be making profits or incurring loss. This follows 
because so long as profits are available in any industry firms will move 
into these areas with a resulting downward pressure on price and upward 
pressure on costs until profits are eliminated; and conversely so long as 
there are losses firms will drop out until rising prices and falling costs 
restore a situation in which there are neither profits nor losses. Wherever 
there are either profits or losses there are unstable conditions and in- 
centives to change that result in the elimination of the profits or the losses 
as the case may be. 

4. All consumers who are willing to pay at least the existing price for a 
particular good are satisfied, and no one would improve his position by 
buying more of one thing and less of another.^ 

5. All sellers of productive services who are willing to offer their serv- 
ices at the existing price or less are satisfied, and no one would improve 
his position by changing the use to which his services (whether of labor 
or of the material productive agents he owns) are put. Each seller 
of a productive service is receiving a return equal to the sale value of 
the marginal product of that service in its most productive possible 
employment. 


Practical Usefulness of the General Equilibrium Concept 

The analysis of long-run adjustments toward a general equilibrium 
position such as we have outlined has great practical usefulness; it also 
has important limitations. It is necessary to recognize the possibilities 
and the limitations in the application of such analysis if we are to make 
the most effective use of it. 

Several important assumptions underly the preceding analysis of 
general equilibrium: 

1. First is the assumption that entrepreneurs act to maximize profits. 
To the extent that this assumption is unrealized, there will be departures 
from the adjustments we have described. Lethargy and preferences for 


* The marginal worth of a dollar spent on one good is equal to the marginal worth 
of a dollar spent on any other good. 
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an activity in which an entrepreneur is already engaged are frequently 
important checks to the withdrawal of firms in declining industries. This 
is especially important when the nature of the industry definitely identifies 
it with a way of life, as in agriculture; and it explains some of the lags or 
failures to adjust that are sometimes regarded as inexplicable. 

2. For the most part we have assumed that entrepreneurs were suffi- 
ciently correct in their anticipations of costs and prices so that there was 
a tendency to adjust to those positions that would realize their goals of 
maximizing profits. The very fact of the appearance of profits and 
losses is evidence that these anticipations are not always correct, but the 
discussion of the direction of readjustment in the light of such profits and 
losses implies that results will be sufficiently successful, typically, to lead 
at any particular time toward the realization of a long-run equilibrium 
position. 

3. Throughout our analysis we have assumed pure competition with 
freedom of entry. Such a situation appears only when there are many 
firms buying or selling the same thing under the same conditions, and it 
does not always appear even then. If large groups of entrepreneurs find 
ways of acting in collaboration privately, as in the development of some 
kinds of producers’ cooperatives for the sale of their products, or if they 
develop political power groups strong enough to bring about government 
intervention in the operation of the industry, then there will no longer be 
pure competition despite the large number of firms buying and selling the 
same things. As large groups find themselves in less and less favorable 
positions such collaboration and political action becomes increasingly 
likely, since the common interest and the advantages of group action 
become more evident to each of the individuals involved. Moreover, 
wherever firms are differentiated in buying or selling, wherever there are 
only a few firms, and wherever those 'who deal with firms are few or 
differentiated, there will be monopolistic or monopsonistic situations. 
Thus, though the analytical model of pure competition with freedom of 
entry is approximated in reality in the production of a wide range of 
products, it is seldom completely true and over a large portion of our 
economy it is completely inapplicable. It is therefore important that 
competitive equilibrium analysis be applied with care and discrimination. 

4. In following through processes of adjustment we have ignored the 
fact that new developments intervene all along the way, changing the 
position of the ultimate equilibrium before there has been time to complete 
the adjustment process under any one set of conditions. This might be 
regarded more as a simplification of analysis than as an assumption: we 
are studying only one set of adjustments at a time. The prevalence of 
change is, however, a sufficient reason for expecting that a position of long- 
run equilibrium would never actually be attained. Consumers’ demands 
do not long remain constant; the amount and composition of available 
resources is always changing; shifts of technology come frequently in 
almost every industry. On the basis of conditions existing today adjust- 
ments toward a certain long-nm equilibrium might be started, but by 
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tomorrow some change in conditions may require a reversal of these 
adjustments. By tomorrow consumers’ demands may have changed, as 
a result of changed preferences, or perhaps changed incomes. Or perhaps 
a new invention appears that drastically lowers costs. Or a new deposit 
of mineral raw materials may be discovered, changing the relative costs 
of the various resources used. Or workers may change their preferences 
in jobs. There is little that remains fixed for long, and never would all 
relevant factors remain constant for long enough for the processes of 
long-run adjustment to work themselves out completely toward one long- 
run position. 

To recognize that a general equilibrium position is never in fact realized, 
and that many of the assumptions on which such analysis is based are 
only partially applicable to concrete situations, is not to deny the value 
of such equilibrium analysis. Its purpose is to show the direction of 
adjustment and the processes of adjustment. There is no intent to give 
through such analysis a realistic cross-section picture of the economy at 
any given time — the economy is not like that. But such analysis does 
have two distinct uses: 

1. It provides an understanding of the direction of adjustments and the 
processes of adjustment that tend to occur in an economy insofar as the 
assumptions just listed are applicable. 

2. It supplies a starting point for evaluating the significance of depar- 
ture from the assumptions on which it is based. By understanding the 
model of purely competitive general equilibrium we are better equipped to 
understand what happens when entrepreneurs act contrary to the profit 
motive, when they make errors, when there are interferences with pure 
competition. Through such an approach we shall gain further under- 
standing of the fortunes of various industries and individuals, and of the 
uses to which the resources of the economy are put. 



CHAPTER 20 


The Consumer Looks at Pure Competition 


The essential function of the economic system is to direct the use of re- 
sources into the production of goods as desired by the people in control 
The people in control may be a minority group dictating the ways in 
which resources should be used for themselves and for the rest of the 
members of the society as well. The people in control may be the many 
individual consumers who determine by the sum of their actions the ways 
in which resources will be used. The people in control may be the 
elected representatives of a free people who vote to use the collective 
resources in the building of roads or schools or battleships. Here we are 
interested in Tom and John and Helen and Mary. We want to know 
whether the resources of the economy are to be used as these individual 
consumers would prefer that they be used. We cannot yet answer a 
question so broad as “Are resources in the American economy used con- 
sistently with the preferences of all the individual consumers scattered 
all over the United States?,” though a partial answer has already been 
undertaken in a preliminary form in Chapters. 11 and 12. We are now 
ready to take the next step. By examining in detail what would happen 
to resource allocation in an imaginary situation of a purely competitive 
economy, we take that step. Such an economy would do about as good 
a job of allocating resources according to consumer preferences as would 
any imaginable economy;^ it therefore provides a kind of marker. In 
later chapters more realistic types of situations may be evaluated by 
comparing the resource allocation that occurs under those circumstances 
with allocation under the assumed conditions of pure competition. 

What Are Consumer Preferences? 

If we are to judge how good or poor a job is done by the economic 
system in using its resources consistently with consumer preferences, we 
must have some way of measuring those preferences. Two major prob- 
lems immediately arise: (1) How are we going to decide whether Tom’s 
wish for another pair of socks is more or less important than John’s desire 


^The Democratic Socialism of Oscar Lange might be cited as a superior con- 
ception, though there are many who would regard it as politically ''unimaginable.” 

27 ! 
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for a baseball bat, or Mary’s desire for a pair of gloves? (2) How are 
we going to decide whether Tom prefers five pairs of shoes and twenty 
shirts, or six pairs of shoes and seventeen shirts; whether he prefers to 
consume ten coca colas a month and to attend one movie or to consume 
five coca colas and attend two movies; whether he would rather have 
a slightly higher quality overcoat and a cheaper radio or a better radio 
and a cheaper overcoat? In other words, how are we going to decide 
what the preferences of each individual consumer are? 

Both of these questions will have to be answered before we can 
evaluate the performance of the economy in responding to these con- 
sumer preferences. 

The division of consumer votes 

The first of the questions posed above is the most unanswerable, and 
therefore, paradoxically, the most easily answered. We simply accept 
as a measure of the relative importance of Mary’s want and of Dick’s 
want and of Tom’s want the number of dollars each is willing to spend 
to satisfy his wishes. Perhaps this is not a fair way of judging; most 
people would probably say it was far from ideal. The rich man can 
always pay more for a thing than can a poor man. The rich man will 
get some of the things the poor man would have liked to have, perhaps 
things he wanted more than did the rich man who got them. The rich 
man can also spend his money on goods that would not be produced at 
all were he not there to buy them; it is his expenditures that explain the 
production of many of the things advertised in the pages of the New 
Yorker. It is by the spending of dollars, in fact, that individuals in the 
United States normally make their bids for goods. The power of each 
consumer to direct the use of resources is largely measured by the amount 
of income at his command. We therefore dispose of the question of 
deciding whose wants are the most important by simply v/aiving it aside. 
We say that “consumers’ powers to claim goods are divided according to 
their incomes; this is just the way things are” (though not the way they 
necessarily have to be, and we can of course change those incomes). 
And then we go on to re-define the meaning of getting resources allocated 
in accordance with consumer preferences. We are in fact going to talk 
about whether resources get allocated in accordance with consumer 
preferences when each consumer has so many dollar votes in the determi- 
nation oj that allocation. 

The expression of individual preferences 

How much is a pair of shoes worth to John? Is it worth $5 or $8 or 
115? That will depend on how many pairs of shoes and other things he 
already has as well as on his income and his scale of preferences. And 
if we find that the fifth pair of shoes is worth $10 to John, we might then 
ask what is $10 worth? And the only way we could answer that ques- 
tipn would be to see what he would otherwise spend that $10 on — 
perhaps some theatre tickets nr books or more clothes, and so on. And 
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how much $10 in books is worth to John will again depend in part on 
how many books he already has. In other words, we measure the worth 
of something in terms of the things we must forego to get that thing; and 
when we consider how much we would give up to get a fifth pair of shoes 
we consider not what we would sacrifice to get 1 pair of shoes when we 
had none, but rather what we would sacrifice when we already had 4. 

John will probably be willing to give up more roast beef to have a third 
pair of shoes than he would sacrifice for a fourth pair; and he will give 
up more roast beef for the fourth pair of shoes when he is consuming 8 
pounds of roast beef a month than when he is consuming 3 pounds a 
month. The additional money he would spend to get a fourth pair of 
shoes is the worth to him of the fourth pair of shoes; it is the marginal 
worth of 4 pairs of shoes. If the marginal worth to him of 4 pairs of shoes 
is greater than the price of the shoes he will buy the fourth pair; if it is 
less than this he will stop at 3 pairs and spend the remaining dollars on 
the other alternatives. 

Thus the way in which John spends his money provides an index to his 
preferences. He will tend, however roughly, to adjust his expenditures 
in such a way that he is “getting the most for his money.” If spending one 
dollar less on shoes and one dollar more on socks would increase his satis- 
factions, he will change his spending pattern in this way. Given his 
income, his tastes, and the relative prices of the different commodities 
he buys, John will tend to distribute his spending so that each dollar does 
as much as possible, and no diversion of a dollar from one kind of spending 
to another would bring any better results. He will add to his per annum 
purchases of shoes so long as another pair adds more to his satisfactions 
than the price of the shoes is worth to him in other things. 

This leads us to an important conclusion: The price of a commodity is a 
rough measure of the marginal worth of that commodity to each of the 
individual consumers buying it. Suppose the price of a serving of roast 
beef to be $.20. To Tom, who at this price eats 10 servings of roast beef 
a month, the worth of the tenth serving is at least $.20; the tenth serving 
of beef is at least as important to Tom as is any other thing on which he 
might spend the $.20. To John, who eats 8 servings a month, the worth 
of the eighth serving is at least $.20; the eighth serving of beef is at least 
as important to John as is any other thing on which he might spend the 
$.20. To Dick, who eats only 3 servings of roast beef a month, the worth 
of the third serving is at least $.20 ; the third serving of beef is at least as 
important to Dick as is any other thing on which he might spend the $.20. 

We may now take the final step in this discussion of indexes of indi- 
vidual preferences. If the price of shoes is a measure of the marginal 
worth of shoes to each of the consumers of shoes ; and if the price of ties 
is a measure of the marginal worth of ties to each of the consumers of 
ties; and if the price of roast beef is a measure of the marginal worth of 
beef to each of the consumers of beef ; and so on ; then we may say that the 
marginal worth to each consumer of a product that sells for $8 is greater 
than the marginal worth of another product which sells for $7, or for $6. 
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If shoes cost $8 a pair and ties cost $2 each, and if John buys 3 pairs of 
shoes and 15 ties, then it must be that the third pair of shoes is more 
important to John than is the sixteenth tie. Otherwise John would buy 
only 2 pairs of shoes, spending $2 for another tie and he would still have 
16 left over for other things. It is a safe bet that if the prices of shoes 
and ties were the same he would change his consumption in favor of shoes. 
When the price oj one commodity is higher than the price of another 
commodity, there is a strong presumption that an additional unit of the 
first commodity would he worth more to each consumer than he would lose 
in giving up one unit of the second. We are thus provided in the market 
with a rough measure of the relative worth to each consumer of one unit 
more or less of some products as against one more or less of other products. 

Consumer Preferences and the Revenues and 
Costs of Firms 

Consumer spending is the source of the revenues of sellers ; it is a direct 
source in the case of retailers, an indirect source in the case of firms from 
which retailers buy, and so on back through the many stages of productive 
activity. When they express their preferences through spending, con- 
sumers thus transmit back to entrepreneurs votes in the form of revenue 
opportunities that provide the incentives to productive activity. Entre- 
preneurs are not primarily interested in getting resources allocated in 
accordance with consumer interests; they are primarily interested in 
maximizing their incomes. But it is from consumers that these incomes 
ultimately must be derived. We have already indicated in some detail 
in Chapter 12 that the interests of producers and consumers are sometimes 
in harmony, while sometimes they conflict. We are now ready to examine 
more fully the implications of that analysis for the purely competitive 
case. 

The sale values of marginal products as 
indexes of consumer preferences 

Let us suppose that we wanted to compare the value to consumers of 
increasing the output of silk scarfs or of playing cards; and that silk 
scarfs sell at $1.00 each while playing cards sell at $.50 a pack. If it were 
a question of adding one silk scarf or one pack of playing cards, and if the 
addition to costs involved were the same in the two cases, the answer 
would be quite clear: we would rather have the scarf. But the question 
is not quite as simple as that. Suppose that adding another unit of vari- 
able agents in order to expand a firm in the silk-scarf industry would 
increase the output of scarfs by 100, while adding another unit of variable 
agents in order to expand output in a firm in the playing-card industry 
would increase the output of playing cards by 300. What might we then 
conclude? The extra 100 scarfs would probably be sold to a large number 
of consumers (perhaps 100 of them) , and to each of these individuals the 
marginal worth of another scarf would be approximately the $1.00 which 
he pays for it. The extra packs of playing cards would similarly be sold 
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to a number of consumers to whom the worth of the new pack would be 
approximately $.50. The sale value of the marginal product of 100 scarfs 
is 100 times $1.00, or $100; this is a rough index of the aggregate worth 
to consumers of the additional scarfs. The sale value of the marginal 
product of 300 playing cards is 300 times $.60, or $150; this is a rough 
index of the aggregate worth to consumers of the additional playing 
cards. What may we now conclude? Apparently the marginal product 
of 300 playing cards is preferable, from the consumer point of view, to the 
marginal product of 100 scarfs. The decision as to which would be the 
better thing to produce will depend on what has to be given up to expand 
output in each of the two products, and if the sacrifices are equal, the 
decision will clearly lie in favor of the playing cards. Since the sale value 
of the marginal product in any firm is a measure of the worth to con- 
sumers of that product, it is often designated as the economic contribution 
of the additional unit of input involved in making that marginal product 
available. 

Opportunity costs and sale values of marginal products 

In a purely competitive economy the costs involved in attracting the 
last worker or ton of coal or bale of cotton or entrepreneurial labor and 
investment into a firm in the cotton textile industry would provide a 
measure of the worth to consumers of the services of that worker or ton of 
coal or bale of cotton or entrepreneurial labor and investment in alterna- 
tive employments. The costs of attracting agents are the amounts antici- 
pation of which is necessary to persuade them away from alternative 
employments.* 

These costs are called opportunity costs because the reward necessary 
to attract an agent is (ignoring motives other than the maximizing of 
incomes) the amount the owner of the agent would get in his best alterna- 
tive opportunity. Clearly the producer of coal will sell where he can get 
the highest return, the seller of his own labor services will take the job 
where pay is highest. In order to get another ton of coal or another 
laborer an entrepreneur must pay for them at least as much as would 
anyone else. The amount the owner of this agent would receive in the 
best opportunity that is foregone is the “opportunity cost” of attracting 
the services of the agent. 

Under conditions of pure competition, opportunity costs of marginal 
agents in each firm are therefore a measure of the worth to consumers of 
the other things these marginal agents might otherwise produce. This 
statement is of basic importance. Some further explanation of its mean- 
ing is therefore necessary. 

1. Under conditions of pure competition, entrepreneurs in the cotton 
cloth industry will seek to employ additional units of input (labor, coal, 
and so on) so long as average expenditure (input price) is less than the 
sale value of the marginal product that would result. (This follows from 


- Assuming supply of each agent to the industry is not perfectly inelastic. 
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the fact that under conditions of pure competition marginal revenue 
equals the sale value of the marginal product, and marginal cost equals 
average expenditure.) 

2. The price that will have to be paid to attract the thousandth spinner 
into any firm in the cotton cloth industry, or to attract the ten-thousandth 
ton of coal, will in each case depend on the alternatives open in other 
industries to that worker or seller of coal. It will be equal to what can 
be obtained by the marginal agent in its best foregone opportunity — for 
example, by the worker who is just “on the fence” in deciding to accept 
this opening in the textile firm rathe;r than that one in shoe manufacturing. 
From this point of view, the marginal worker is the man who is just “on 
the margin” of coming into or dropping out of (any firm in) an industry. 

3. But entrepreneurs in the shoe industry will bid to get and retain 
workers up to a wage that equals the sale values of the marginal products 
of the workers who just come in or stay in that industry. The wages of 
workers in the shoe industry (and the price of a ton of coal in the shoe 
industry) will thus tend to equal the sale value of the marginal paroduct 
of a worker (or a ton of coal) in that area of production. A cotton cloth 
manufacturer will have to pay to get another worker at least as much as 
the wages available to him in shoemaking ; therefore he will have to pay 
a wage equal to (but not more than) the sale value of the marginal 
product of a marginal man’s labor in shoemaking. 

4. We have already seen (page 27i) that the sale value of the marginal 
product of agents employed in one firm may be compared with the sale 
value of the marginal product of these agents in another firm to determine 
the relative importance to consumers of the two alternatives. We now 
see that if pure conipetition is assumed, the wage that must be paid to 
attract marginal units of productive agents from their best alternative 
employments is an amount equal to the sale values of their marginal 
products in these alternatives. What is average expenditure to a purely 
competitive buyer of the services of an agent (say coal in cotton cloth 
manufacturing) may therefore serve as an index of the worth to consumers 
of the services of a marginal unit of that agent (coal) in its best alterna- 
tive use. 

In this analysis we have taken our illustrations from cases in which 
productive agents are hired and costs are therefore explicit. The same 
conclusions apply, however, when costs involved are merely implicit. The 
opportunity costs of attracting the investments and labor services of 
entrepreneurs into an industry reflect the worth to consumers of the con- 
tributions of these entrepreneurs in their best alternatives.* All costs 

® Suppose, for example, that there are one hundred men in a certain area wlio 
liecome entrepreneur-tailors. The illustration may be simplified further by assum- 
ing that they are all equally successful tailors. For some of these men the besst 
alternative to tailoring is very good, for others it is very poor. If returns from 
tailoring were to drop considerably, those tailors with good alternative opportunities 
would gradually shift out of tailoring. The entire one hundred men would go 
into tailoring and remain in it only if the implicit expected return resulting from 
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(both explicit and implicit) are “opportunity costs”: they measure the 
worth to consumers of the services of a marginal agent in its best alterna- 
tive employment. 

Conclusion: The Allocation of Resources Under 
Pure Competition 

Actions intended to maximize incomes (including profits) would tend 
to bring about an allocation of resources that approximated very closely 
a realization of consumer preferences according to individual rankings 
in their dollar influences on economic activity. Preceding analysis has 
already provided sufiBcient proof of this statement; it would be true in 
both short- and long-run adjustments. We may now draw the thread of 
discussion together in a recapitulation. 

Short-run allocation of resources under pure competition 

In the short run only a part of the productive agents can be shifted 
from one firm to another, from one industry to another. These agents 
that are “variable” in the short run may be employed in greater numbers 
in one capacity or in another. In the short run under conditions of pure 
competition a seller will add units of input (and hence increase outputs) 
so long as to do so adds less to cost than it adds to revenue. The amount 
added to the firm’s revenue is under pure competition the same as the sale 
value of the marginal product. The sale value of the marginal product 
indicates the worth to consumers of the additional output that will result 
from employment of another unit of input. Costs depend on the amounts 
that productive agents could obtain in foregone opportunities, and these 
“opportunity costs” reflect the amounts consumers would be willing to pay 
for the marginal product of these agents in these “other” employments. 
There. ore, when under purely competitive conditions it adds more to 
income than to costs to add a unit to input, this means that consumers 
are willing to pay more for the marginal product of these agents employed 
here than for what they would add to output in other firms and hence in 
other industries. If on the other hand the addition of a unit to input 
would add less to revenues than to cost it would indicate a preference on 
the part of consumers for the marginal product of these agents employed 

their tailoring activities was sufficient to match the foregone opportunity of the 
tailor with the best alternative. These alternatives represent opportunities to make 
incomes by making economic contributions to consumers in other ways. If for a 
certain period actual incomes of entrepreneurs in tailoring more than cover the 
opportunity costs of attracting the labor and fimds of the most reluctant tailor 
(the marginal offerings of tailoring services), the excess is a profit. More men will 
be attracted from yet better alternatives into tailoring until returns here are just 
equal to the opportunity costs of the now marginal tailor. If actual incomes of 
the hundred tailors were less than the alternative opportunity for the marginal tailor 
or tailors among them, however, these marginal men would shift out of tailoring 
into their now better alternatives. In the equilibrium adjustment tailors would 
receive incomes just equal to those available to the marginal tailor or tailors else- 
where. 
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elsewhere, and sellers would find it advantageous to respond to these 
consumer preferences. Within the range of possible adjustments open in 
the short run, producers are responding consistently with consumer wishes 
as expressed in the market. Variable agents are allocated consistently 
with consumer preferences within the short-run situation. 

Long-run allocation of resources under pure competition 

An examination of long-run competitive equilibrium shows that when 
the maximization of profits is the entrepreneurs’ goal and agents of pro- 
duction are free to move into all fields, all these agents will tend to find 
employment where they are most wanted by consumers because it is here 
that they will receive the greatest reward. 

Let us examine this proposition further. Suppose that producers in a 
given industry are losing money. Since costs of the agents they employ 
(and their own salary allowances) are determined by the sale value of the 
marginal products that would result from their employment in alternative 
uses, the fact that an industry is losing money can mean only one thing. 
Some of the agents (fixed and variable) employed in this industry would 
in alternative employments turn out products worth more. The greater 
value of their product in alternative employments arises out of the will- 
ingness of consumers to pay more for what they would turn out there than 
for what they would turn out in the losing industry. Resources are not 
being allocated in accordance with consumer preferences. Can this situ- 
ation jwrsist? Obviously it cannot. Agents of production will leave the 
losing industry and find employment where they will be paid more. 

Now let us suppose the opposite situation. Suppose that consumers are 
willing to pay high enough prices for the product of an industry so that 
agents in this industry are earning more than in alternative employments. 
Producers in this industry are making profits. Resources are ag mal- 
distributed from the consumer point of view, since consumers are willing 
to pay more for them here than elsewhere. In the long run under pure 
competition new firms will appear, more productive agents will be em- 
ployed in the profitable industry and there will be an increase of output 
in that industry. Thus we see that under conditions of pure competition 
there will he a tendency for agents to move into an equilibrium adjustment 
in which the behavior of producers will he entirely consistent with the 
preferences of consumers. So long as they have not attained this position, 
there will be an advantage to some producers in making shifts. On the 
other hand, there will be no incentive to move away from ttiis position, 
since any such shift involves a decrease in income to those making the 
change. Any such shift would lead to the employment of agents in a use 
desired less by consumers, that is in one for which consumers are willing 
to pay less.* 

♦The most important flaws in ptirely competitive adjustments from the con- 
sumers' point of view center in discrepancies between social and private costs and 

fains. 

Social costs may be greater than private costs; that is, there may be hidden costs 
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that are not paid by the producer of a good but by third parties who happen to 
be damaged. These costs are not included in the producer’s cost calculations and 
are therefore inoperative as influences helping to determine equilibrium adjustments. 
Price will be lower in such an industry and output will be greater than the true 
costs justify. An example of this situation would be the depreciation of property 
values resulting from smoke and gas escaping from nearby factories. This prop- 
erty depreciation is a part of the social cost of manufacture of the article produced 
in the offending factory, but is not included in the manufacturer’s cost calcula- 
tions. Social regulations are sometimes imposed in such cases, the requirement of 
smoke consumers in some cities being a case in point. Occasionally special taxes 
are levied on offending industries. 

Similarly there may be hidden gains accruing to third parties who make no pay- 
ment for them. These gains are excluded from the price paid the producer. They 
are returns (unpaid) on a by-product of his enterprise. An example of this situation 
would be the appreciation (increase) of property values downstream as an indirect 
result of flood control incidentally provided by private power dams. These prop- 
erty owners make no payment for the service they receive. The amounts they 
v/ould be willing to pay are therefore omitted from the revenue estimates of the 
dam builder, since his estimates are based only on the prices he receives for goods 
produced by the use of his power dam and offered for sale. 




Part IV 

MONOPOLISTIC AND 
MONOPSONISTIC MARKETS 

PREAMBLE 

A LARGE proportion of markets are monopolistic: an entrepreneur can 
raise the price of what he sells by limiting the quantity offered for sale. 
Also, many markets are monopsonistic: an entrepreneur can lower the 
price of what he buys by taking a smaller quantity. People like to get 
high prices for what they sell and pay low prices for what they buy. 
Entrepreneurs can increase their profits by pushing prices around, except 
that they cannot charge prices “too high” without losing “too many” sales, 
and they cannot pay prices “too low” or they will not be able to get 
“enough” of what they want to buy. What they will do about prices, and 
about the level of production, will depend on a number of things — ^partly, 
for example, on whether there are a lot of producers of close substitutes, 
or whether substitutes are very remote; partly on whether there are just a 
few rivals, who react and retaliate to policies initiated by any one among 
them. It is now time that we look into these things. 

Moreover, businessmen are very inventive in their search for profits, 
and they do not confine their inventiveness to making new machines and 
materials. They try all sorts of ways of winning customers. In part they 
use price cutting for this purpose. But they also vary the characteristics 
and qualities of the goods they produce for sale ; they try to make things 
that will appeal to consumers and will be purchased readily. They offer 
convenience of location, easy credit terms, attractive shopping surround- 
ings. They evolve elaborate techniques for persuading consumers to 
buy their products, through store displays, magazine advertising, and a 
hundred other practices. Sometimes they give information and some- 
times they give misinformation. When competition for customers by 
loweririg prices is “hamstrung” by formal agreements or the development 
of customary prices in an industry, entrepreneurs are especially encour- 
aged to win trade by these other means. The effects of these practices are 
extremely important to both businessmen and the general public that buys 
their wares. 
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CHAPTER 21 


Simple Monopoly and Simple Monopsony 


When a firm is tjie sole producer of a product, and when rivals producing 
substitutes are so remote that the entrepreneur of this firm can reasonably 
ignore any reactions of rivals to his sales policy, the situation has been 
designated "simple monopoly.” Analogously, when a firm is the sole 
buyer of a productive service, and when rival outlets are so remote that 
the entrepreneur of this firm can reasonably ignore any reactions of 
rivals to his buying policy, the situation has been designated “simple 
monopsony.” We have already some acquaintance with these types of 
situations, but we are now ready to examine them in greatet detail. 

Simple Monopoly 

Exclusion of new firms os the basic foundation for simple monopoly 

Exclusive control by one firm over the production of a product which 
has no close substitutes may come about in a number of ways. Moreover, 
when one firm controls as much as, say, 90 per cent of the production of 
such a good and is able to retain this position in the market, it approxi* 
mates very closely the characteristics of a simple monopoly. 

The most clear-cut cases of simple monopoly arise out of situations ifl 
which there is a definite method by which the entry of any other firms 
may be prevented. This may occur if a firm holds a basic patent eithef 
on the end product or on the methods of manufacture that effectively 
keeps out other concerns. It may occur, as in the case of aluminum up td 
the war, through sole ownership by a firm of virtually all the natural 
resources that are essential in the manufacture of a product. 

The development of techniques of business organization that make 
possible very large combinations in which many corporations are joined 
IS a fundamental basis on which may ultimately be built a dominant 
position of a single firm in an industry. This dominance may become s6 
great as to lead to what is essentially simple monopoly, especially when 
the large organization bulwarks itself through manipulations of railroads 
or banking facilities, or through other direct and indirect unfair,, coiut 
petitive tactics designed to eliminate new firms before they get well 
established and to scare away others considering the possibility of enter* 
ing the industry. 
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Relation between "decreasing costs" and simple monopoly 

When an increase in the output of an industry is accompanied by a 
decrease in the total unit cost at which production is possible, the industry 
is described as a "decreasing cost” industry. Decreasing costs arise only 
when the optimum scale of enterprise is so great relative to the demand 
for the product that the market cannot support more than one firm at that 
scale of enterprise at which the least-cost-combination is minimized.^ 
Essentially, costs are "decreasing” because of the economics of scale of 
enterprise that would ensue if this were to continue to be a one- firm 
indmtry. 

The nature of a decreasing cost industry may be made more evident by 
the use of graphic representation, as in Figure 21 — 1. Curs^es TUC^, 



TUC 3 , TUC 3 , and so on, are total unit cost curves for different scales of 
enterprise in a single firm, say an electric power company. Each curve is 
drawn' in a heavy line .through the range in which it is lower than any 
Qther^and is extended in dotted lines when it rises above other total unit 
eost curves. The heavy scalloped line is therefore a curve that indicates 
the total unit^dpst at which each output can be made available. Through 
the first three cases this curve is generally falling; this is a condition of 
"decreasing costs.” If demand is small relative to the optimum scale of 
enterprise {TUC 3 ), or if optimum scale of enterprise is large relative to 
demand, then the industry will be characterized by decreasing costs. In 
Figure 21 — 1 this would be the case if demand were as represented by 
DD 3 or DDg. Any expansion of output of the firm to the point LC (and 
hencei any expansion of the output of the industry, if this is a one-firm 

^ We are ignoring the ‘^external economies” that may arise in a particular industry 
that in expanding is able to buy more cheaply than before from another industry 
that is a decreasing cost industry of the type we describe; we are also ignoring the 
organisational economies involved in very great expansions of an industry that 
ehange it from one in which there are many small firms custom-made air- 
planes) to one of large mass production enterprises. (See the Appendix to Joan 
Robinscm’a Economics of Imnerfeet Competition.) 
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industry) will make possible lower costs per unit produced. Through 
this range this is a ^‘decreasing cost” industry because the economies of 
scale of enterprise uxithin a single firm have not yet been fully exploited. 

Under what circumstances will such an industry remain a one-firm and 
hence a simple monopoly industry? Under what circumstances will a 
second firm appear, or perhaps a third, thus converting it into an industry 
characterized by duopoly or oligopoly? The first firm in a decreasing 
cost industry would of course much prefer that no other firm appeared to 
compete with it; but if profits are great, a new firm is likely to appear 
unless other restrictions on its entry are used. In a decreasing cost 
industry it would be quite impossible for two or more firms to cover costs 
if they competed actively with each other; demand for the product is not 
sufficient to support both firms at optimum scale, and active price cutting 
would eventually result in the expansion of the output of one firm and the 
elimination of the other from business. But instead of competing aggres- 
sively the two firms may enter into an agreement, tacit or formal, whereby 
price is maintained and each firm restricts its output. Both may then 
make some profits. This is obviously wasteful of resources if we look at 
the picture from the point of view of the general public; the two firms 
together are producing at much higher cost per unit of output than would 
be possible if the same aggregate output were produced by one firm only. 
But the entrepreneurs of such enterprises are interested primarily in 
profits, not in general social welfare. Thus decreasing cost industries do 
not necessarily remain one-firm industries. Only where it would be un- 
profitable for a second firm to enter (even anticipating a price-output 
agreement with the initial firm) , will the industry remain in the hands of 
a single enterprise; only then will it be a simple monopoly merely because 
of the relation between demand and optimum scale of enterprise and in the 
absence of other restrictions on the entry of new firms. 

Short-run maximum profit pricing of products of a monopoly 

The average revenue schedule of a simple monopolist is the demand for 
the product of an industry, since the one firm is the industry. Substitutes 
are so remote that no one of them involves close interrelations with the 
monopolized industry, either in consumer demands or in the responses of 
rival producers to these demands. The “partial equilibrium” analysis of 
input-output adjustments of monopolistic enterprises as it was presented 
in Chapters 10, 12 and 13, therefore gives us a good first approximation to 
the analyzing of adjustments not only within a simple monopoly firm but, 
since the firm and the industry are the same, in the monopoly industry 
as well. 

In Chapter 12 we analyzed input-output adjustments, arriving at the 
conclusion that monopolistic enterprises would curtail inputs and outputs 
according to the relation between marginal revenues and marginal costs 
instead of expanding by comparing the sale value of marginal products 
with marginal costs. This provides us automatically with the answer to 
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monopoly pricing. Given the consumer demand for a product, the deter- 
mination of the output or quantity sold in an industry automatically tells 
U8 the associated price; price will simply be the amount consumers are 
willing to pay for that quantity of goods. Since under simple monopoly 
there is but one firm in an industry, and the demand for the product is the 
average revenue schedule of the firm, once we have determined the 
maximum profit output of the firm we may read from the average revenue 
schedule the price at which the product will be sold. This will be a higher 
price than would be charged if the concern were to expand its output so 
long as the sale value of the marginal product exceeded marginal cost; 
in fact it is just for the purpose of pushing up price that the monopolist 
thus restricts inputs and outputs. He is limited in his power to raise price 
by the fact that at higher prices more and more consumers withdraw from 
the market. The less consumers are discouraged from buying as price 
is raised, the higher will the maximum profit price be; in other words, 
the more inelastic the demand, the stronger the position of the monopolist 
in raising prices. But eventually there will always be a price above 
which demand is so elastic that it will hot pay the monopolist to incur the 
sacrifice of sales involved in raising his price any higher. 

The fact that a firm usually employs a number of productive services 
that it can use in various proportions even in the short run, and the fact 
that it frequently sells more than one product, does not change these 
general conclusions. The analysis of equilibrium of the firm under con- 
ditions of pure competition provides us with a method for handling this 
more complex and realistic set of conditions in the case of monopoly as 
well. If a monopolist were completely informed and rational in his con- 
sideration of short-run possibilities and if he ignored long-run conditions, 
he would arrive at the following adjustment: (1) Each variable agent 
would be employed up to a point where the addition of yet another unit 
of input would result in a marginal cost greater than marginal revenue, 
while curtailment of one unit of input would involve a reduction of 
revenue (marginal revenue) greater than the reduction of cost (marginal 
cost) ; this implies inputs less than those that would follow from a com- 
parison of the sale value of marginal produet with marginal cost. (2) 
Each of the joint products of the concern would be produced up to the 
point at which an expansion in output would add more to costs than 
revenues and a reduction would curtail revenues more than costs; this 
implies outputs less than those that would follow from a comparison of 
the sale values of marginal products with marginal costs. (3) There 
would be no other method of production or combination of products that 
would improve the profit position of the firm. The respective prices of 
the monopolized products of the enterprise would depend on the relation 
between demands for the products and the variations in costs that are 
associated with varying the input-output combinations of the firm; these 
things are taken into account in arriving at the maximum profit adjusts 
ment in input and output, and this adjustment involves a simultaneous 
determination of prices of products. 
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The effects of long-run considerations on the 
price policies of o monopolist 

In deciding on current price policy, the entrepreneur of a monopoly 
concern would take into account some long-run considerations that do 
not show up in the immediate possibilities of the market. These long-run 
considerations would generally lead to a somewhat more moderate price 
policy than would be followed by a firm taking into account short-run 
factors only. Important among these long-run considerations are: (1) 
long-run versus short-run consumer demand, (2) poteiltial competition 
from new firms, and (3) public attitudes and legal restraints. 

1. Long-run consumer demand is likely to be more elastic than short- 
run demand, so that the adjustment of a monopolist to long-run considera- 
tions would lead him to modify his policy somewhat toward greater 
outputs and lower prices than if he based policy on short-run considera- 
tions only; it will not, however, lead him to go so far as to compare the 
sale value of marginal products with marginal costs. This greater elas- 
ticity of long-run consumer demand will affect the producer of consumer 
goods directiy ; it will be reflected back in a more elastic demand for the 
products of enterprises that contribute raw materials and equipment for 
the production of consumer goods, as well. The reason for greater elas- 
ticity of long-run consumer demand can be quite easily understood by 
considering how consumers would respond over extended time periods to 
relatively low or high prices. If prices are held at high levels, consumers 
may get used to going without the good, and consumption may be 
gradually curtailed; as time goes on this may spread to more consumers 
and each individual consumer may curtail more and more. On the other 
hand, the gradual adjustment of consumption habits to lower prices will 
have exactly the opposite effect; consumers will get used to the product, 
more people will be interested in it, and those already consuming it may 
increase their consumption if prices remain low over extended periods. 
Thus in the long run_ consumer responsiveness to price change may be, 
and usually will be, much greater than in the short run. The greater 
the difference between long-run and short-run demand elasticity, the 
more important will be moderation of short-run price policy in the 
interests of long-run profits. 

2. Whether or not a concern seeking to maximize profits would reason- 
ably take into consideration potential competition from new firms will 
depend on the kinds and strength of the fences it has built to keep new 
firms out of the industry. There may also be a question of balancing 
the costs of keeping the fences strong despite high price incentives or of 
modifying the prices and getting along with less expenditure on policies 
of exclusion. If a firm is very well established in a bulwark of privilege 
and exclusive position, owning indispensable patents, having exclusive 
control over essential raw materials, functioning in a closely int^ated 
web of controls over banking and (especially in earlier times) trimspor- 
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tation facilities, then it may pursue extremely high price policies without 
much concern for the competition that these prices may attract. If, on 
the other hand, the fences are weak, depending primarily on costly 
tactics of unfair competition and uncertain manipulation, and seriously 
threatened by potentially competing products and methods of production, 
then the fear of potential competition that may become real, if price 
policy is extreme, will become an important consideration in the action 
of the monopolist entrepreneur. 

3. One of the most real considerations of a monopolist deciding on price 
policy is the state of public opinion. Public hostility to what is con- 
sidered unfair practices and exploitation appears in many concrete forms. 
Those most feared by producers are probably consumer boycotts, both 
formal and infortnal, and the clamping down of legal restrictions and 
controls. The monopolist may find that a rise in price is met by con- 
sumer antagonism so great that potential buyers refrain from taking 
goods that they would in fact like to have at the price asked. They do 
not buy the product, because they consider the price “unfair.” More- 
over, the monopolist may find that his flight into monopoly exploitation 
is cut short by the activities of legislatures, the Federal Trade Commis- 
sion, or other government bodies guarding social interests. Expressed in 
either form, hostile public opinion is too important to be ignored, and 
may in many instances temper the behavior of monopolists seeking to 
maximize profits. 

Errors in estimating maximum profit positions 

It is not realistic to assume that monopolists always act with omnis- 
cience and extreme care in the effort to arrive at the maximum profit 
point. The combination of inertia, complexity of the problem, lack of 
knowledge as to both short-run and long-run demand conditions, and 
uncertainties as to the seriousness of potential competition and legal 
restraints, may result in the charging of prices either greater or less than 
would maximize profits in either short or long runs. Although this argu- 
ment is sometimes presented as a reason why less than the maximum profit 
price would be charged, there seems to be just as much reason for assum- 
ing that it would lead monopolists to set prices higher than that point. 
In many cases the extent of possible increase in sales by setting lower 
prices is unappreciated. When a monopolist assumes the demands for 
his products to be less elastic than they are, he sets his prices higher than 
those that would yield him maximum profits, and he sells smaller outputs. 

Scale of enterprise 

Many factors affect the scale of enterprise of a simple monopoly. Some 
of these factors are common to competitive situations as well. The con- 
siderations peculiar to a monopoly may, however, be grouped under two 
main headings: (1) Restrictions of scale in order to maximize profits in 
the absence of threats from potential competitors, and (2) expansion of 
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scale of enterprise as a result of tactics designed to gain and maintain 
a position of dominance, if possible an exclusive one. 

1. In the long run an entrepreneur takes into consideration variations 
in the use of all productive agents, including those that in the short run 
are “fixed.” Therefore the curtailment of inputs that applies to only 
variable agents in the short run will enter into the entire production plan 
in the long run as a part of the technique for maintaining high prices. 
This was strikingly illustrated in the underdevelopment of aluminum 
plants in America prior to the war. 

2. On the other hand, very uneconomic expansion of plant capacity 
sometimes occurs as an incidental result of tactics designed to maintain 
exclusive control in an industry. An extreme illustration is the early 
history of the Standard Oil Company. Competing concerns were bought 
outright, their plants thus acquired becoming part of the equipment of 
the big concern fast approaching a position of complete monopoly. Some 
of these plants were shut down; others were operated. In most cases 
it was not any greater efficiency of large-scale production that dictated 
their purchase but merely intent to attain a monopoly position. Such 
tactics may even lead to the appearance of new firms started with the 
intent and for the purpose of selling out. Overzealoiisness in building 
monopoly-control through such means has sometimes turned out to more 
than neutralize the gains from the ensuing monopoly prices. 

Profits in the long run 

One of the characteristics of simple monopolies that have led to con- 
siderable public hostility against them is their ability to obtain profits 
over extended periods of time by holding up prices of their products. 
Where restrictions on the entry of new firms are very strong large profits 
may persist almost indefinitely, though almost any monopoly is ulti- 
mately threatened by the development of new processes and new products 
even barring all other incursions into its markets. 

Simple monopoly in the most exact sense means the existence of one 
firm only. However, one very large dominant concern may suffer the 
continued existence of a few small enterprises that follow its lead and 
that take only a very small portion of its market. The concern is still 
essentially a monopoly. We might regard it as a hen with a few veij 
tiny baby chicks. Such a situation differs from the poultry-house in 
that the baby chicks usually remain on such restricted diets that they 
fail to grow up; but it resembles the poultry-house in that there are 
potential competing hens among the chickens. If profits are very great 
the situation is clearly unstable and eventually one or more of the small 
concerns is likely to grow up to be a real threat to the monopoly control 
of the dominant firm. Meanwhile it may, however, be held back for a 
long time by repressive strategy of the dominant enterprise. 

During this time monopoly profits are partially checked both because 
of the costliness of the tactics engaged in to keep cbmpetitors out or to 
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keep them from growing and because of the nibbling of these competitors 
along the way. But even where the exclusive position of the dominant 
concern is thus unsecure, profits will persist far longer and in far more 
extreme form than in purely competitive situations. Moreover, the 
appearance of competitors results not in pure competition but in oligopoly, 
which may build up restraints by the group of firms on the further entry 
of outsiders. The result may be the persistence of profits in the now 
oligopoly situation. 


Simple Monopsony 

The occurrence of simple monopsony 

Simple monopsony in the buying of productive services is sometimes 
associated with simple monopoly in the sale of the product. Where pro- 
ductive services are specialized to an industry and that industry is in the 
hands of one firm only, the single firm is then both a monopolist in the 
sale of the product and a monopsonist in the purchase of the specialized 
productive services. Approximations to these situations may be cited, 
but full-fledged examples are hard to find. This is true, in part, because 
the very basis of the monopoly is sometimes the ownership of productive 
resources specialized to the industry, and therefore there is no exchange 
between the firm and someone from whom it buys the services of these 
specialized resources. It is true, in part, because many of the productive 
services used in the monopoly industry have alternative outlets in other 
industries as well. 

The other most common basis for an approximation to simple monop- 
sony is in geogr£43hic barriers between firms. These barriers may be 
relatively unimportant in the sale of the product of the enterprises in- 
volved, and yet very important in the buying of productive services. 
Some of the most commonly cited examples are the geographically sepa- 
rated markets for labor; but equally important are some instances in 
which monopsony control is approximated in the purchasing of agricul- 
tural products in different regions. Where immobility is extreme the 
competition of firms buying in other geographic markets may be very 
remote; where the productive agents and their services are highly mobile, 
however, buyers in different places may compete closely for these services 
and the market is then characterized by monopsonistic competition. 

Short-run maximum-profit pricing of productive 
services by a monopsonist 

The average expenditure schedule of a monopsonist is the entire supply 
of this particular productive service, since the monopsonist firm is the 
sole outlet for this service. Rival buyers of the cervices of the pi luctive 
agents involved are so remote that no one of them plays a riguificant 
role in the situation. The “partial equilibrium” analysis of input-output 
adjustments of monopsonistic enterprises as it was presented in Chapter 
12 therefme gives us a good first approximation to the analyzing of ad^- 
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justments not only within the firm buL since the firm is the sole market 
for the particular productive service, in the entire market as well. 

In that analysis we arrived at the conclusion that monopsonistic enter- 
prises would curtail inputs according to the relation between marginal 
cost and marginal revenue instead of expanding by comparing average ex- 
penditure and marginal revenue. This provides the answer t ^ monop s pnv 
pricing. Given the supply of a good or service, the determinatltrn^^the 
^uaiiitSty taken automatically tells us the associated price; price will 
simply be the amount sellers require if this quantity is to be forthcoming. 
Since under simple monopsony there is but one firm buying a productive 
service, and the su^y of that service is therefore the average expendi- 
ture schedule of the firm, once we have determined the maximum profit 
input of the firm we may read from the average expenditure schedule the 
price at which the service will be purchased. This will be a lower price 
than would be paid if the concern were to expand its input so long as 
average expenditure was less than marginal revenue; in fact it is just for 
the purpose of pushing down price that the monopsonist thus restricts 
inputs^ HS' tr-ikn ited i n i!>ewer-t»--leww ..price.Jt>.y--thfr i8ct that at 
lower "priceg m o re a nd more" productive services will be withdraim from 
the market. The less sellers of these services are discouraged from selling 
by lower prices, the lower will the most profitable input price be; in other 
words, the more inelastic the supply of the service, the stronger the posi- 
tion of the monopsonist in pushing down the price. But again, eventually 
there will always be a price below which supply is so elastic that it will 
not pay the monopsonist to incur the sacrifice of production involved in 
pushing the price of a productive service down any lower. 

The facts that firms vary the proportions of productive services used 
and that they turn out several products instead of one are again no 
causes for concern in applying the principal conclusions of partial equi- 
librium analysis. The problem is essentially the same as in the general- 
isation of any partial equilibrium analysis of adjustments of the firm. 
The monopsonist, if he were completely informed and rational in his 
consideration of short-run possibilities, and if he ignored long-run con- 
siderations, would arrive at the following adjustment: (1) Each variable 
agent would be employed up to a point where the addition of another unit 
of input would result in a marginal cost greater than marginal revenue, 
while the curtailment of one unit of input woqld involve a reduction of 
revenue (marginal revenue) greater than the reduction of cost (marginal 
cost) ; this implies inputs less than those that would follow from a com- 
parison of average expenditure with marginal revenue. (2) Each of 
the joint products of the concern would be produced up to the point at 
which an expansion in output would add more to costs than to revenues 
and a reduction would curtail revenues more than costs ; this implies out- 
puts less than would follow from a comparison of average expenditure 
with marginal revenue, (3) There would be no other method of produc- 
tion or combination of products that would improve the profit position 
of the firm. The respective prices of the monopsonized productive serv- 
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ices by the firm would depend on the relation between supplies of 
the different services and the variations in revenues associated with vary- 
ing input-output combinations of the firm; these things are taken into 
account in arriving at the maximum profit adjustment in input and 
output, and this adjustment involves a simultaneous determination of 
prices of the productive services used. 

The effects of long-run considerations on the 
price policies of a monopsonist 

Just as a monopolist selling his product or products will take into 
account some long-run considerations in determining price policies, so 
also will a monopsonist consider long-run factors in arriving at decisions 
concerning the pricing of productive services. And here again these long- 
run considerations would generally lead to a somewhat more moderate 
price policy than would be followed by a firm taking into account short- 
run factors only. Important among these long-run considerations are: 
(1) long-run versus short-run supply of the productive services, (2) 
potential competition from new firms, and (3) public attitudes and legal 
restraints. 

1. The short-run supply of a productive service is likely to be much 
more inelastic than is the long-run supply of the same service. This is 
due to the greater mobility of productive agents in the long run. If the 
agents are laborers, offering their labor services for sale, they may eventu- 
ally move from one place to another even quite remote if the opportu- 
nities there are significantly better. Similarly workers may learn new 
skills and desert old ones that have ceased to be lucrative; and more 
important, as older workers drop out of the labor markets they will not 
be replaced by younger men in the same skills unless these skills bring 
in incomes that appear reasonably attractive. If the agents are machines 
or raw materials, they will also eventually cease to be replaced in present 
form if the payments for their use are too low, even though in the short 
run they may be obtainable at very low prices or rents. Insofar as 
long-run responsiveness to the depressing of the price of a productive 
service evokes greater withdrawals of that service than would occur in 
the short run, a consideration of long-run reactions will lead the monop- 
sonist firm to pursue a more moderate policy in the payment for the 
service; he will exert some downward pressure on price, but a pressure 
much less than would maximize his short-run profits. 

2. If a monopsonist firm is in an exceptionally favored position in the 
buying of productive services, so that monopsony profits are being ob- 
tained, other entrepreneurs will of course seek to share this opportunity. 
If barriers to the entry of other firms into these buying markets are 
strong, the monopsonist may remain unchallenged in his comfortable 
position; this situation is most likely to be approximated when the monop- 
sonist is also a monopolist. On the other hand, if barriers are weak or 
the maintaining of them is a costly proposition, the firm may conceivably 
hesitate to exploit its full possibilities. It may be that potential competi- 
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tors can be kept out fairly easily if the incentive to intrusion is not too 
great; but that extremely low prices for productive services will lead to 
the cracking of the barriers. Under such circumstances, a monopsonist 
would modify his short-run low-price policy in view of long-run potential 
competition from new buyers. 

3. Public attitudes and legal restraints are important in checking the 
actions of monopsonists as well as those of monopolists. They take 
somewhat different forms in most cases, however, and are more closely 
allied to strong sentiments of humanitarianism. Where monopsony is 
strong the victims of the downward pressures are frequently less able to 
cope with the situation than are consumers of monopoly -produced goods, 
since the entire livelihood of an individual or family may come from the 
selling of the labor or the potatoes or the tobacco the price of which is 
being depressed. Boycotts of particular goods by consumers are far less 
drastic in their effects on these consumers than are strikes of laborers 
who must go without incomes during the strike, or of small farmers whose 
sole livelihood is from their crops. 



CHAPTER 22 


Monopolistic Competition and 
Monopsonistic Competition 


Monopoustic competition and monopsonistic competition are really 
hybrid types of market situations falling between simple monopoly and 
monopsony on the one hand and pure competition on the other. The 
characteristics of monopolistic competition are that there is a large 
number of firms selling products in approximately the same degree of 
rivalry with each other, and that each firm is producing a product slightly 
"differentiated” from the offerings of the others. The characteristics of 
monopsonistic competition are that there is a large number of firms 
buying productive services in approximately the same degree of rivalry 
with each other, and that each firm provides a slightly “differentiated” 
outlet for the services of the productive agents involved. Under these 
circumstances each firm has a slight degree of control over the prices of 
what it sells or what it buys, as the case may be; but the general range 
within which it exerts this control is narrow. That range is determined 
roughly, as in a purely competitive situation, by the mass effects of the 
actions of aggregates of individuals. 

Monopolistic Competition 
The bases of product differentiation 

When variations appear in the form or in the conditions of sale of the 
same general product this situation is usually described as “product 
differentiation,” and each variety is said to be a “differentiated product.” 
Any condition that leads buyers to prefer one seller to another is a cause 
of “differentiation,” whether this arises in variations of the form of the 
product itself or in the conditions and the services associated with its 
sale. 

John may prefer Marlboros to any other brand of cigaret. This may 
be because he prefers the tobacco, considers the packing better, likes the 
texture of the tip. It may be that if he were given a blindfold test he 
would be \mable to distinguish Marlboros from any other brand; but 
whether he could distinguish them or not, so long as he is under the illu> 
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sion that they are really different and to him superior he will be willing 
to pay more for a package or carton of Marlboros than for any other 
brand from the same counter at the same time. Marlboros are, so far as 
John is concerned, differentiated from other brands of cigarets. The 
difference, whether real or illusory, may be built up in his mind by the 
recommendations of friends and the claims of advertisers or it may be 
based on his own experience and observation. The producer gains and 
retains his customers by advertising and the use of an identifying brand 
name quite as much as by price competition. If he provides something 
in his cigarets which really distinguishes them from others and draws 
a special group of customers we may describe his action as ‘‘quality” 
competition in contrast to “price” competition. 

It may be that Mary is entirely indifferent as to which brand of 
cigarets, of breakfast food, or of canned grapefruit, she obtains, but there 
may still be product differentiation with respect to conditions of sale. 
She will pay more, if necessary, to get the cigarets in the restaurant where 
she is eating or to get the canned fruit at the store around the corner 
from her house than she would have to pay to get the same goods else- 
where. Mary may prefer one cheese jar to another and will select the 
cheese on this basis, she may have a weakness for cellophane wrappings 
which leads her to prefer goods packaged in this form, and she may be 
ready to pay some premium to have the butter cut into quarter pound 
sections instead of getting the same butter in bulk out of one large con- 
tainer. The convenience of charging purchases and having them de- 
livered may lead Mary to trade at the grocery or department stores 
where this service is available. She may have become friendly with her 
butcher and for that reason when the butcher moves to another store 
he may take her trade along with him; or she may value the comments 
of an especially cooperative salesman in buying shoes and always return 
to him. If Mary is short of time she will shop where she expects quicker 
service even though she has to pay more to get it. The atmosphere of 
the better clothing departments may be such a relief to her in contrast 
to basement crowds that she shops there even if and when she could get 
exactly the same good for less in the basement. She may value the 
prestige of a Bergdorf Goodman or a Saks Fifth Avenue label on her coat. 

These small differences that lead us to prefer one good, one store, one 
salesman to another are very common. They are based in part on real 
differences in form and in services associated with sale; in part the differ- 
ences are illusory. But whenever one seller is differentiated from others 
in the minds of consumers, he is able to charge a price slightly higher 
than some of the others and still retain some of his customers. The 
other sellers may also have customers especially attached to them and 
as a result some degree of control over price. If there are many sellers 
who are close rivals and yet differentiated one from another, each seller 
will have individually- only an insigniffcant effect on other sellers in the 
general market for the product, at the same time that each seller can 
individually exert some price control over his particular variety. 
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Short-run price adjustments 

In order to understand the pricing process in markets characterized by 
monopolistic competition it is necessary to look back at both the purely 
competitive and the simple monopoly types of conditions. The seller of a 
slightly differentiated product, competing with many rivals, has but a 
limited range within which he can control the price of the product he sells. 
Within this range he will maximize his profits by an input-output adjust- 
ment based on a comparison of marginal cost with marginal revenue; and 
marginal revenue will be slightly less than the sale value of the marginal 
product so that this adjustment will involve some curtailment of produc- 
tion. Since substitutes are very close, however, the discrepancy between 
marginal revenue and the sale value of the marginal product will usually 
be small; the average revenue schedule of the firm will be highly elastic, 
approaching the extreme case of perfectly elastic average revenue of a 
purely competitive seller. 

The limits of the general range within which the single firm can control 
price will be determined by a rough relation between the aggregate offer- 
ings of all the rival firms in the general “production area” (for example 
all the producers of “ordinary” soaps) and the aggregate demand of 
consumers for the entire group of slightly differentiated products. If 
the consumer demand for soaps in general were to increase, each of the 
individual producers of slightly differentiated soaps would find that his 
average revenue schedule would be higher than before; and conversely, 
if the consumer demand for soaps were to decrease, his average revenue 
schedule would be lower. Similarly, if one of the major ingredients of 
most soaps were to become more costly, each of the individual producers 
of a particular variety of soap would tend to cut production somewhat 
and the aggregate effect would be a higher general price level for soaps. 

Quality campetitian 

There are three principal ways in which a seller may seek to attract 
customers away from his rivals: (1) by lowering price, (2) by changing 
the quality or form of what he offers for sale, including the conditions 
under which it is sold, and (3) by advertising. 

The first is described as “price competition,” and has been the focus of 
analysis in preceding chapters. 

The second involves an appeal to customers by meeting their prefer- 
ences in the form of goods and the conditions of sale, and is called “quality 
conapetition.” Under pure competition, many sellers find themselves in a 
position to offer identical goods for sale at the prevailing price, and unable 
to improve their position in this respect by any changes open to them. In 
fact pure competition appears in a market situation in which many sellers 
acting freely to maximize profits tend to a position in which identical 
goods will be offered for sale at ^ uniform price. • When each of many 
sellers differentiates his product and the conditions of sale in order to 
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attract customers, monopolistic competition appears. A seller will make 
special services available when he believes that to do so will be profitable, 
that is, if he believes consumers to want them enough to pay for any extra 
costs. He will eliminate such services — ^“cash and carry stores” do— 
when he believes that enough consumers would prefer to pay less and go 
without the special service. He will put more chromium trim on auto- 
mobiles, more pleats in skirts, or feathers on hats, if he thinks that by 
doing so he can get enough more customers than otherwise, and/or charge 
enough higher prices to make these changes profitable. He will increase 
the durability of fabrics if he thinks consumers prefer this quality and 
are ready to pay the difference. The competition among sellers to get 
customers by offering preferred qualities results in pressures on all sellers 
to improve quality in response to consumer demands just as price compe- 
tition exerts pressures on all sellers to lower prices and costs. 

The third way in which a seller may seek to attract customers is by 
creating and exaggerating differences in their minds through a wide range 
of advertising techniques. Instead of merely responding to consumer 
preferences for one variety of good and one kind of service over another, 
the firm is then seeking to create the demand for which it produces. This 
aspect of competitive behavior will be examined in Chapter 24 . For the 
present its existence will be ignored.* 

Long-run adjustments 

In the long run what will be the adjustments in the profit positions of 
individual firms, in the number of firms in the “production area” of a 
whole range of varieties of one general product, in the prices at which 
these varieties will sell? Again, as in other types of market situations, 
new firms will appear wherever there are profit opportunities and 
wherever the entry of such new fintas is not restricted. While under 
purely competitive conditions the entry of new firms involved the dupli- 
cation of the products of existing firms, under conditions of monopolistic 
competition this means the appearance of new slightly differentiated 
varieties or brands, and hence somewhat different equipment. As new 
firms appear offering new varieties of the same general product they soak 
up part of the general market, taking some customers away from some of 
the previously established firms and reducing their profit opportunities. 
New firms will continue to appear so long as profits are available, thus 
tending to diminish the average earnings of established firms. A position 
of equilibrium will be reached when there are no more such opportunities 
unexploited, and when no firms remain in the production area operating 
at'a loss. After all profit opportunities for new firms have been exploited, 
in some firms there will probably remain small profits but in most cases 
these will have been markedly checked. The range of prices of the 
differentiated varieties of the general product will reflect a rough equation 
between the demand of consumers for the entire group of goods and the 
offerings of the aggregate of slightly differentiated sellers. 
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Monopsonistic Competition 

The basis of "outlet differentiation" 

Any condition that leads sellers to prefer one outlet for their services 
to another is a cause of “outlet differentiation” analogous to the product 
differentiation resulting from preferences of buyers. It may be that the 
purchasing agents of one firm are more pleasant to deal with than those 
of another, and hence sellers have a slight preference for this outlet for 
tiieir services. It may be that some buyers are more trustworthy or pay 
their bills more promptly than others and hence are regarded as more 
desirable outlets for those selling productive services. Such differenti- 
ation will appear whether the productive service being sold is the service 
of machines, of raw materials, of land, or of labor. But the most impor- 
tant and the most frequent causes of differentiation in outlets appears in 
connection with labor markets. The man selling a machine is not at all 
concerned as to how or where it will be used by the purchaser. The man 
selling his own labor is very much concerned with the conditions of its 
use, with the temperament of his “boss,” the hours of work, the air and 
light, the region and the commxmity in which the job is located, and many 
other matters. These preferences of workers are quite independent of the 
motive of maximizing money income, and share much in common with the 
factors that lead ultimate consumers to differentiate between one retailer 
and another. 

Whenever one buyer is differentiated from others in the minds of the 
sellers of productive services, he may be able to pay a price slightly lower 
than some of the rival buyers and yet to obtain some productive services. 
The other buyers may also have sellers of productive services especially 
attached to them and as a result some degree of control over the prices 
that they will pay. If there are many buyers who are close rivals and yet 
differentiated one from another, each buyer will have individually only an 
insignificant effect on the market positions of rival buyers, but at the same 
time each buyer can individually exert some price control over the pro- 
ductive services that he buys. 

Pricing of the services of material agents of production 

The pricing of productive services purchased under conditions of 
monopsonistic competition is again analogous to the pricing of products 
in markets characterized by monopolistic competition. The differenti- 
ated buyer competing with many rivals has but a limited range within 
which he can control the price of the product he buys. Within this range 
he will maximize his profits by an input adjustment based on a comparison 
of marginal cost with marginal revenue; and marginal cost will be slightly 
hi^er than the price of a unit of input, so that this adjustment involves 
some curtailment of production. Since alternative buyers of these pro- 
ductive services provide very closely substitutive outlets, the supply of 
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the productive service to the firm vdll be very elastic; the discrepancy 
between marginal cost and the price of a unit of input will therefore be 
very small and the curtailment of inputs will be very slight. 

The limits of the general range within which the single buyer can control 
price will be determined, again as in the case of monopolistic competition, 
by a rough relation between the aggregate demands of the entire group of 
slightly differentiated buyers and the aggregate offerings of productive 
services in the general market area. Increases in the aggregate offerings 
would lead to a lower general range within which each firm could manipu- 
late the price of the productive services it buys. Similarly, increases in 
the aggregate demands of the group of differentiated rival buyers would 
push up the general range within which any one of them could manipulate 
price. 

Some peculiarities of the pricing of services of labor 

The generalizations just made concerning the pricing of productive serv- 
ices in markets characterized by monopsonistic competition are applicable 
for the most part to the determination of wages of labor as well, but there 
are some important differences between markets for labor services and 
those for the services of material agents of production. Aside from the 
greater importance of differentiation of outlets in the minds of workers, 
there is also the fact that the quality of performance is not entirely 
independent of the amount paid for the service and is more significantly 
influenced by the conditions of work. If an employer buys or rents a 
certain machine, the amount he pays the owner will have no effect on the 
performance of the machine. He will therefore try to get it for as little 
as possible. But under some circumstances the efficiency of each laborer 
will be affected by the wage he receives; and some employers will take 
this into account in their wage policies. 

In view of the preference of workers for reasonably good conditions of 
work, we might expect that the employers who offered these superior 
working conditions would be able to take advantage of this fact and pay 
lower wages. In fact, however, the employers offering the best conditions 
of work are most frequently those also offering the highest wages. How 
may this apparent anomaly be explained? If it were just pure generosity 
most of these employers would not survive, although the greater efficiency 
of management in some cases gives a certain cushioning. The real 
explanation lies mainly in two lines: {!) These same employers frequently 
use higher wages as a basis for building morale and increasing the effi- 
ciency of workers employed; (2) they frequently hire workers not from 
the same homogeneous supply as those taken by other employers, but 
from a selected group of superior efficiency. An entrepreneur of superior 
efficiency will know how to use these more able men to get the most out 
of them, whereas another employer would be less able to realize the 
potential differences between the products of average and of superior 
workmen. 
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Long-run adjustments 

Firms will enter or withdraw from a market in response to advantageous 
or disadvantageous situations in the buying of productive services quite 
in the same way as they will respond to conditions in the selling of the 
product. In fact, it is really taking into account the situations both in 
the markets in which a firm buys and those in which it sells that de- 
termines whether there will be profit or loss and hence whether new firms 
will enter or old firms will drop out. When firms move in in response to 
profit opportunities the result is an increase in rivalry in the buying of 
productive services as well as in the selling of products; the average 
expenditure schedule of a firm for a productive service will shift to the 
left, and the general level of prices paid for productive services by slightly 
differentiated buyers will rise, thus tending to check further profit oppor- 
tunities. Conversely, when firms drop out, the remaining firms are more 
favorably situated than initially in the buying of productive services. 
These long-run adjustments among firms buying in a market charac- 
terized by monopsonistic competition are essentially similar to purely 
competitive adjustments except that the process is less exact and in a 
stable position some firms may still retain slight profits. 

Appendix to Chapter 22 

Graphic representation of long-run adjustments 
under monopolistic competition 

The tendency to check profits where there are opportunities to produce 
substitute goods or substitute varieties may be clarified by a graphical 
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Fig. 22 — ^A. Cost and overage revenue of a new firm under pure 

competition. 

comparison of these conditions with those prevailing under pure compe- 
tition. Suppose that under conditions of pure competition selling price 
were temporarily higher than the lowest total unit cost of a new optimum 
scale firm ; that is, average revenue, which coincides with market price, is 
greater than the lowest total unit cost of a new enterprise. If entry to the 
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industry is unrestricted, this will attract new firms, which will increase the 
output of the industry, lowering the price and hence the average revenue 
possibilities of each of the sellers in the industry. Conversely, in response 
to a situation in which average revenue is less than lowest total unit cost, 
some firms would in the long run drop out, and price and hence average 
revenue would rise. The short-run average revenue erve of a purely 
competitive seller is thus in a stable position only when it is tangent to 
total unit costs. In the long run, profits will tend to be eliminated. 
These re-adjustments of average revenue under conditions of pure compe- 
tition with free entry are illustrated in Figures 22— Al, 22 — A2, and 
22— A3. 

Similar adjustments will take place under conditions in which products 
arc slightly differentiated and many new varieties are possible. If exist- 
ing firms are charging prices such that a new seller of a differentiated 
product anticipates the costs 
and the average revenue curve 
drawn in Figure 22 — Bl, he 
will anticipate a profit and 
there will be an incentive to 
set up in business. As more 
firms producing competing 
goods appear on the market, 
they draw customers away 
from existing firms, and the 
average revenue curves of 
each and all tend to shift to 
the left. During these ad- 
justments the average reve- 
nues of some producers may have been pushed back until they are less 
than enough to cover costs at any possible output; such producers must 
eventually either change their policies in some respects or drop out 
entirely. The long-run equilibrium position finally attained will resemble 
that under pure competition with freedom of entry in that (1) new 
entrepreneurs respond to profit opportunities in the general area until all 
such opportunities are being exploited, and (2) no firms remain operating 
at a loss. It differs in two important respects: (1) There is no tendency 
to adjust to a least-cost-combination output in each firm, and (2) profits 
persist in many firms except when there is “freedom of entry to the area.” 

-ong-run elimination of profits with freedom 
of entry to a "production area" 

The concept of “freedom of entry” has no precise meaning except as 
it involves freedom to duplicate production processes, costs, and final 
products. Economists sometimes speak, however, of freedom of entry 
into production of a new variety of a group of products, even though 
Shere is not freedom to duplicate any single existing form. Freedom of 
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Fig. 22 — B. Cost and average revenue in 
the most profitable opportunity for a new seller 
of a slightly differentiated product. 
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entry in this sense, which we may term “freedom of entry to a production 
area,” would involve: (1) opportunity to produce a new variety that 
would place the new seller, once established, in the same revenue position 
as that in which his rivals would find themselves, and (2) opportunity to 
compete under the same cost conditions as were available to his rivals. 

Where there is an approximation to such 
freedom of entry to a production area, 
profits will tend to be eliminated. 

If there were such freedom new firms 
would continue to enter, pushing back the 
average revenue schedules of existing 
firms. Since under this assumption each 
enterprise is in the same cost-revenue posi- 
tion as each other enterprise, and profits 
among established firms indicate profit 
_ , , ,, opportunities for new firms, new firms 

wm to appe»r „„«l oad. .seller 

m the area is situated as in Figure 22— C. 
For both old and new entrepreneurs average revenue is tangent to tt)tal 
unit costs, it is just possible to “break even,” and profits are zero. Obvi- 
ously, also, prices will be higher than lowest total unit costs, and each firm 
will be operating short of its least-cost-combination output. 




CHAPTER 23 


Oiisopoly and Oligopsony 


When there are just a few rival sellers, each seller takes into accomrtHlhe 
ways in which rivals may respond' to any price policy he may pursue:; 
when there are just a few rival buyers, each buyer similarly takes into 
account the effects of his actions on the behavior of the other buyers. 
These situations are characterized as oligopoly and oligopsony respec- 
tively. The purpose of the present chapter is to examine briefly some 
types of behavior that may be expected in markets approximating these 
models of oligopoly and oligopsony. 

In some concrete situations there may be several firms in an industry, 
but one of them so dominates the others that are very small and cluster 
around the leadet that the adjustments in the dominant enterprise re- 
semble far more the model of simple monopoly or monopsony than they 
approximate the oligopoly and oligopsony models to be discussed here. 
In the present chapter discussion will be limited to a consideration of cases 
in which there are several “important” firms, each of which may alone 
exert a significant influence in the total market for a product or a pro- 
ductive service. 


Price Competition 

"Nonaggressive" price competition among oligopolists 

The purely competitive or the monopolistically competitive entre- 
preneur competes “aggressively” by cutting price in order to get more 
sales without paying any heed to responses of rivals, since such responses 
are either absent or negligible. What rivals do will depend on the general 
market situation and not on the actions of any single seller; they respond 
more or less simultaneously to these general market conditions, lowering 
prices when sales are falling off and vice versa. 

The oligopolist entrepreneur on the other hand does not cut prices in 
such direct response to reduced sales; he will consider the effects of his 
individual price policy on the actions of rivals, and such considerations 
will pve him pause. Rivals are likely to “meet” his cut, so he cannot 
anticipate attracting their customers away from them. Let us suppose 
firm A to be one of a small number of firms selling shoes. It may be that 
the situation is one of homogeneous oligopoly (the other firms are offering 
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an identical product); or it may be characterized by heterogeneous 
oligopoly (the offerings of any one firm being slightly differentiated from 
the others). In either case, firm A would not "rationally” ignore the 
reactions of rivals when considering lowering the prices at which it offers 
shoes for sale. Firm A would take into account the fact that firms B, 
and C, and so on, would probably “meet” this competition by lowering 
their prices, with the result that A’s sales would probably be increased by 
only a very small amount relative to the increase that would follow if 
rivals did not thus respond. Firm A will therefore be far more reluctant 
to cut the price of its shoes in order to increase sales than if these other 
firms were expected to maintain their original prices independent of A’s 
behavior. On the other hand, if in a market of only a few sellers one firm 
were to increase the price at which it would offer shoes for sale, there is a 
good chance that others might follow suit; the initial price increase by 
firm A would then result in a smaller loss of sales to A than would occur 
if the other firms failed to respond. There will be much more incentive 
to the individual entrepreneur to increase price if there is this possibility 
that his price increase will lead other sellers to raise their prices also. 

Typically under conditions of oligopoly firms hesitate to reduce price 
except to "meet” the price cut occasionally introduced by one of the 
group; and such initiation of price cuts is therefore very much the ex- 
ception. If he does initiate a price cut, the oligopolist usually proceeds 
not in the anticipation of getting trade away from rivals (unless possibly 
for a very short interval of lag) , but rather in the anticipation of a general 
increase in the trade of all the firms in the group following a general 
"meeting” of his lower price. The focus of oligopolists on merely “meet- 
ing” the prices of rivals is a very negative sort of price competition; it is 
"nonaggressive” in contrast to the “aggressive” price policies of purely 
competitive and of monopolistically competitive sellers. 

It is obvious from this discussion that the price that will prevail in an 
oligopoly situation will typically be higher than that that would prevail 
if these sellers were to engage in active price competition, ignoring the 
effects of their actions on rivals. This is true even though the different 
firms may not have got together in any formal planning of price policy. 
There is no clear-cut answer, however, to the question as to how high 
will be the price of a product in case of homogeneous oligopoly or the 
prices of the varieties of product in the case of heterogeneous oligopoly. 
This will depend on how rivals respond and how each firm evaluates the 
responses of others. If price is "too” high, the pressures to increase 
output will be so great that some seller will probably cut price and others 
will follow suit. If demand for the product or group of products is very 
elastic, output restrictions become severe with only a slight price differ- 
ential above that that would be attained by aggressive price competition; 
if demand is very inelastic, rather high prices may be maintained much 
more easily. If new enterprises can make their appearance easily (which 
is unlikely) this possibility will influence short-run price policies that will 
be much more moderate than otherwise'. If the members of an industry 
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have developed over a period of years a customary price, resistance to 
changes from this price will be great whether the equilibrium price that 
would result from aggressive price competition rises or falls. If the 
industry has experienced in the past violent oscillations of good and bad 
fortune, pressures to refrain from price-cutting may be much greater than 
otherwise. If firms have come to look upon one of their number as a 
leader in setting prices they may consistently follow the policy of this 
firm, usually a relatively moderate policy, established with a view to 
holding without break the position of leadership. Policy will also depend 
on pressures of public opinion. These and many other factors enter the 
situation. The only definite conclusion is this: Where there is oligopoly, 
price competition will tend to be “nonaggressive,” price (or prices) will 
there) ore he higher than otherwise. Associated with this higher price '( or 
prices) is restriction of production in each firm, and a smaller output of 
the industry or production area as a whole than would otherwise appear. 

Associated with the nonaggressive form of price competition in oli- 
gopoly situations is frequently a tacit policy for sharing the markets that 
offer restricted aggregate sales opportunities as a result of the maintenance 
of high prices. Conventions may be built up in an industry so that firms 
pursue a “live and let live” policy, refraining from intrusions into markets 
that have come to be regarded as the especial property of a particular 
enterprise, and refraining from efforts to obtain any appreciably larger 
share of a market than the firm has customarily commanded. This leaves 
room for some small degree of price-juggling where trade seems to be 
shifting significantly away from a particular firm; rivals may tolerate 
slightly lower prices without “meeting” them in such situations. But this 
tolerance of a slight price differential between firms is not inconsistent 
with the maintaining of a high general level of oligopoly price in the 
industry or “production area”; if the low-price firm were to cut below the 
margin of tolerance permitted in line with conventional market-sharing, 
rivals would respond by cracking down on their prices also. 

Oligopoly collaboration in price and output policies 

Thus far each firm has been viewed as acting individually. Frequently 
when there are only a few producers of a commodity, or of a range of 
varieties of a commodity, they get together, setting up agreements of a 
formal or an informal nature. In fact, there is scarcely any distinction 
between the tacit informal agreement of a group and the behavior of 
individual oligopolists taking into account the reactions of rivals. There 
are two major types of agreement, though the two are very frequently 
combined and are always closely related to each other: (1) The group may 
agree to follow a price leader or to maintain price at some given figure, 
accepting the individual output restrictions necessarily resulting from th® 
high price. (2) The group may agree on some type of output restriction 
scheme as a means of maintaining price at a relatively high level. Fre- 
quently a price agreement is specifically implemented by an output- or 
market-sharing agreement. 
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The analyeia of nonaj^ssive price competition among individual oli- 
gopolists provides the main clues to the functioning of price agreements, 
formal or informal. Such agreements generally set minimum prices, 
members of the agreement being quite free to raise prices if they wish to 
do so. Such agreements generally involve higher prices than would 
otherwise prevail, and with these higher prices are of course associated a 
smaller output of the industry as a whole and restriction of production by 
each member of the agreement. In practice many techniques have been 
developed to enforce compliance. The most serious short-run problems 
that must be faced by leaders or groups formulating collaborative price 
policies are conflicts with regard to the division of sales as among the 
different firms, and conflicting interests with regard to the most profitable 
price. Such conflicts have often led to a break-down of an agreement and 
are likely to be most serious when there is no associated specific provision 
for division of sales. 

Groups of producers have developed a number of schemes for con- 
trolling outputs as a means of maintaining higher prices. The simplest 
type of control is to reduce the total quantity that may appear in a given 
market, dividing this quantity by some type of quota agreement among 
the members of the group. Under such a scheme, price may be left free 
to find the level at which the total quantity offered for sale by all firms 
together would find purchasers; but more frequently output agreements 
are a means of arriving at a workable division of the limited total sales 
resulting from a price agreement. They are therefore called “market- 
sharing” schemes. Although they cannot eliminate completely conflicts 
of interest between firms, such programs may serve to hold a group 
together for prolonged periods. Since the purpose of such agreements is 
usually to maintain prices higher than would otherwise prevail, higher 
price and smaller output will of course be the usual result. 

Nonaggressive price competition among oligopsonists 

Sellers in purely competitive and monopolistically competitive indus- 
tries seek to attract customers by active price competition; oligopolist 
sellers usually refrain from such aggressive tactics. Similarly, buyers in 
purely competitive or monopsonistically competitive markets seek to 
attract more productive services by active bidding up of the prices of 
these services, that is by buyers’ price competition; oligopsonist buyers 
usually refrain from such aggressive tactics. Each oligopsonist recognizes 
that his actions will cause rivals to change their policies, that if he bids 
up prices in order to get more hogs, or more services of labor, rival buyers 
of the hogs or the labor are likely to “meet” his prices. He will therefore 
be unable to attract these productive services away from rivals in any 
significant quantities; the increase in inputs that may be possible to him 
through an increase in the prices that he pays involves simply his share 
in the generally more available hogs or labor when all the oligopsonist 
firms are offering more for these things. The oligopsonist is thus “non- 
aggressive” in his price policies, refraining from any active bidding up 
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pf prices aimed at getting a part of the markets for productive services 
away from rivals. This parallele exactly the nonaggressive behavior 
of oligopolists. Under conditions of oligopsony the prices of productive 
services will therefore be less, and the use of these services will be less, 
than would occur if the firms were to compete aggressively against each 
other. Oligopsony is also associated with conventional and nonaggressive 
sharing of the markets in making purchases. 

Oligopsony collaboration in price ond input policies 

Collaboration among oligopsonists in buying is quite as important as 
the agreements among oligopolists in selling. Such agreements may again 
focus primarily on price, or on sharing of the market, or they may under- 
take a coordinated program of price and market-sharing together. When 
prices are held down through oligopsony agreements, the total available 
productive services will tend to be less, and the firms involved will be facing 
continuous pressures that may threaten their low price policies. Those 
who find themselves most hampered by the limited amounts of hogs or 
labor services available may break over and bid prices up in an attempt to 
improve their buying positions relative to other firms. In order to 
prevent such sporadic actions, which may eventually undermine the 
oligopsony price control, the group may arrive at an agreement on the 
basis of which the limited quantity is divided up among the firms. Thej^ 
may share the market according to purchases over some preceding period 
of time or according to some other criterion on which the group manages 
to agree. Such market-sharing agreements among buyers obviously 
facilitate the maintenance of agreements designed to keep prices down. 

Crudeness of approximations to maximum profit 
marginal adjustments in a firm 

When there are only a few rival firms in a market, whether they are 
rivals in the sale of a product or in the buying of a productive service, 
many complex considerations will influence the policies of each of the 
entrepreneurs. All would like to maximize profits, but how can this be 
done? What kinds of anticipations of rival reactions will be taken into 
account? It may be that each firm can vary its competitive policies 
within limited ranges without evoking any reaction, behaving essentially 
as a firm in a market characterized by monopolistic or monopsonistic 
competition within limited ranges in price and quality competition; yet 
the same firm may function as one of an oligopoly or oligopsony group so 
far as more drastic shifts in policy are concerned. It may be that some 
kinds of policies, as price-cutting, will generally bring a response from 
rivals, and will therefore be undertaken with great reluctance and onlj 
after e:rtended deliberation; other policies, perhaps quality or advertising 
competition of one form or another may be undertaken by the same firm 
without evoking a reaction. Moreover, there is a political power game 
that may go on within the group of dominant firms, a shuffling for posi- 
tion and relative privilege within a general program of group action 
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This group action may involve tacit agreements to refrain from active 
price competition, and to share the markets involved according to custom- 
ary relative positions of the firms; it may be expressed in more formal 
arrangements. 

Yet in all these variations of policy and political bargaining positions 
as between rivals, there is a certain crude approximation in each firm to 
the comparison of marginal revenue with marginal cost that was dis- 
cussed in Chapter 12 as characterizing all monopolistic and monopsonistic 
markets. Each entrepreneur, in the light of his interpretation of the 
reactions of his rivals, will consider whether all things taken into account 
he would add more to his revenues than to his costs by increasing his 
input-output level, whether he would reduce costs more than revenues by 
restricting production. Since he plays a significant role in the total 
market the oligopolist is in a position to influence the price of what he 
sells, and similarly the oligopsonist is in a position to influence the price 
of what he buys. The oligopolist can only increase significantly the sales 
of a particular variety of a product by taking a lower price, the addition 
to his revenue (marginal revenue) will therefore be consistently less than 
the sale value of the marginal product, and he will be inclined to curtail 
production. The oligopsonist can only increase inputs significantly by 
paying a higher price, the addition to his cost (marginal cost) will there- 
fore be consistently greater than the average expenditure per unit of 
input, and he will be inclined to curtail inputs. In view of the complexity 
of rival reactions, entrepreneurial estimates of the cost and revenue 
possibilities are inevitably less precise th^ in other types of situations. 
Nevertheless, it is at the maximizing of -profits through adjustments in 
line with marginal costs and marginal revenues that such entrepreneurs 
are aiming, and toward which their actions will be directed. Oligopolists 
will tend to curtail production in order to hold up the prices of the 
products they sell; oligopsonists will curtail inputs in order to push down 
the prices they pay for productive services. Adjustments in either case 
or in a combination of the two will involve curtailment of production 
short 01 the level that would be attained if comparisons were made be- 
tween sale value of marginal product and average expenditure per unit 
of input. 

The shunting of competition into non-price channels 
or indirect price competition 

Wherever rival sellers are especially sensitive in their responses to the 
policy of a firm, as is most strikingly the case in price-cutting, the entre- 
preneur seeking to gain more customers will find other methods of attract- 
ing them that may not evoke so immediate a reaction from rivals. Where 
the absence of active price competition is further emphasized through 
formal agreements this tendency is of course further exaggerated. The 
‘^ult of oligopoly restraints on pricing practices is therefore to encourage 
more active use of other techniques of competition through quality differ- 
entiation and advertising, or ihrough indirect forms of price-shading which 
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may “get by” without evoking immediate retaliation. In some general 
areas of production the differentiation of sellers may provide a sufficiently 
satisfactory solution to the problem of sharing the market so that oli- 
gopoly prices can be maintained quite successfully in the absence of any 
other form of market-sharing or output-restriction agreement. This 
emphasis on indirect methods of price competition, on quality competition 
(including both form of product and conditions of sale), and on adver- 
tising competition, has tremendously important implications for planes of 
living and general economic welfare. These forms of competition will be 
examined in the next chapter. For the present they will be ignored. 

Long-Run Adjustments 

Long-run adjustments in oligopoly and in oligopsony situations may 
result in the sharp curbing or elimination of profits; on the other hand 
profits may be maintained for extended periods of time, depending on 
whether entry into the industry or production area is essentially free or 
is sharply restricted. 

Long-run adjustments with freedom of entry 

If entry into an industry characterized by oligopoly is free, new firms 
will appear so long as profits can be obtained. As these new firms appear 
they will share the markets with the previously existing enterprises, and 
each of the initial enterprises will suffer a reduction of sales volume. The 
new firms, once established, will usually join in the nonaggressive price 
policies or the price agreements of the initial members of the group. 
Under continued pressures reducing sales per firm, prices may be lowered 
slightly; but it will not be primarily the lowering of price that will elimi- 
nate or curtail profits. The oligopoly situation is in sharp contrast with 
pure competition and in partial contrast with monopolistic competition in 
that the primary factor reducing profits is the reduced sales per enterprise 
instead of the cutting of price. 

Because price in oligopoly situations, is maintained at high levels 
through agreements or nonaggressive price policies, firms in the industry 
or production area will continue to make profits in situations in which 
aggressive price competition would otherwise eliminate these gains. As 
a result, there will continue to be an attraction of new firms into the 
industry after existing firms are already adequate to fill demands. This 
continued entry of new firms will lead to additional investments in rela- 
tively fixed agents of production, and each firm will operate at smaller 
and smaller production levels. When an equilibrium position is finally 
attained price will still be high and therefore aggregate sales will be short 
of what they would be if price competition were more active; there will be 
more firms in the industry or production area than would be needed to 
perform efficiently the services of meeting consumer demands; sales of 
each firm will be so small that profits will be negligible in most cases and 
there will be no profit opportunity for further new enterprises. 
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Long>nm adjustments in oligopsony situations parallel those in oli- 
gopoly. Nonaggressive price competition among oligopsonists leads to the 
maintaining of low prices; and firms buying in .these markets will there- 
fore continue to make profits in situations in which aggressive price 
competition in buying would otherwise eliminate these gains. As a re- 
sult there is a continued encouragement to new firms to enter into the 
oligopsony market even after there are already a sufficiency of firms to 
carry on efficiently the same or a greater aggregate level of productive 
activity. Adjustments to the entry of firms tend to occur primarily 
through the dividing of the market into smaller and smaller parcels per 
firm instead of the bidding up of the prices of the productive services. 
The result is again the eliminating or curtailing of profits, with small 
inputs per firm, small aggregate purchases, and low prices for productive 
services. 

Restrictions on entry 

Restrictions on entry of new firms into markets controlled by a small 
group of firms are very common. These restrictions take much the same 
form as in the case of monopoly and monopsony. They may center in 
special privilege positions of the “insiders,” in group control over crucial 
patents, in group use of tactics of unfair competition against outsiders, 
and so on. Oligopoly situations in selling are frequently supported by 
exclusive controls of the group in the oligopsonistic buying of essential 
productive services, and vice versa. Wherever restrictions on entry can 
be effectively maintained, the small group of firms may obtain profits 
over long periods of time. Even where the bases of exclusion can be 
broken down they may serve to protect profit positions for relatively 
prolonged periods. 


Appendix to Chapter 23 

Graphic presentation of aggressive versus 
nonaggressive price competition 

A graphic illustration may serve to clarify further the distinction between 
aggressive and nonaggressive price competition. When there are only a 
few sellers it is unrealistic to draw for any one of them an average revenue 
curve based on the assumption that other things remain unchanged. Some 
imderstanding may, however, be gained by comparing the way in which 
a seller would behave when he takes into account reactions of rivals with 
what he would do if, though these rivals will in fact react, he assumed 
that they would not respond to his policies. In fact, in many concrete 
situations sellers are “irrational” to the extent of disregarding pertinent 
considerations of rivals’ reactions. For such a seller two sets of esti- 
mated average revenue curves may be drawn. One of these indicates the 
lunounts which the seller estimates he will be able to sell at a series of 
pric^ after taking into account his expectations as to how other sellers 
readjust their policies in response to his. On the assumption that hie 
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estimates are correct, these revenue curves may be termed the seller’s 
‘‘real” demand (rd) and “real” marginal unit revenue (rm) curves. The 
other set of revenue curves is completely “imaginary.” These are the 
revenue curves estimated on the unreal assumption that other sellers 
would not change their present policies in response to the changed price 
policies of the individual seller, that is, on the assumption that all “other 
things” remain unchanged. These estimates are “imaginary,” since a 
shift from one price to another will in fact change the “other things.” If 
nevertheless a seller were to act as if this “imaginary” curve were “real,” 
price competition would be much more effective, price would be lower and 
output greater than when he takes rivals' reactions into account. 

In Figure 23 — ^A, there are two average revenue curves for a firm X. 



Fig. 23 — ^A. Nonaggressive price policy. 


The curve id-id is the imaginary average revenue curve and im the 
marginal unit revenue curve derived from it. The curve rd-rd is the 
amounts that this producer would estimate that he could sell if he takes 
into account the actual price and other re-adjustments of rivals (rm is the 
marginal unit revenue curve derived from rd). The actual initial price 
of $1.00 (Pi) is the same on the two curves, but all other points differ. 
A seller ignoring rival reactions in this situation might try cutting price 
to, say, $.90, anticipating an increase of sales to but rivals would cut 
their prices in response and his sales would increase only to Eg. Had the 
“imaginary” schedule been “real” this change would have been profitable, 
but in fact it was not. Conversely, this seller would not raise price to 
$1.10 if his decisions are based on the imaginary curve, since in the 
absence of rival responses his sales would practically disappear; but in 
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fact others may raise their prices too so that the decrease in his sales 
would be very slight and profits would be greater than before. 

This little demonstration shows clearly that in those situations in which 
sellers ignore the reactions of rivals a much more aggressive price-cutting 
policy may be expected. This is the “rational policy” when rivals in fact 
will not react to policies initiated by a single firm. But in the case in 
which the demand curve assuming no rival responses is imaginary, a new 
situation arises. Each shift in price downward will require the cqn~ 
struction of a new imaginary demand curve passing through the new real 
point. If these imaginary curves are all sufficiently elastic and the seller 
acts on the basis of the estimated imaginary curve, price may be pushed 
by aggressive price competition down to or even below R„, where costs are 
just covered. It is evident, however, that in practice no such seller would 
be likely to ignore the reactions of rivals to this extent. 



CHAPTER 24 


Non-price Competition and Price-Control 
Evasions Among Sellers 


Direct price competition is but one of many ways, and not necessarily 
the most important way, in which rival sellers seek to gain customers from 
each other. Offerings of stronger and more durable products, of credit 
and delivery services, of guarantees, of attractive surroundings in the 
selling of goods — appeals to taste, prestige, fashion — full-page advertise- 
ments with pictures of pretty girls, better radio programs, neon lights and 
trick electric signs — ^these and many other techniques are employed in the 
competitive game. Arguments as to whether competitive behavior in 
general is increasing or diminishing are inconclusive, but there is no doubt 
that through the ’twenties and ’thirties trends were evident to indicate a 
shift away from price competition toward an increased emphasis on the 
non-price aspects of competition. 

Commenting on the social importance of non-price competition, the 
authors of the TNEC monograph “Price Behavior and Business Policy” 
write as follows: ^ 

Non-price competition is of particular importance to the standard of living 
of consumers because of the extent to which it affects retail markets and the 
everyday necessities of life. The amount which a family must spend for food, 
clothing, groceries, drugs, and cosmetics is related to the manner m which busi- 
ness concerns selling these products choose to compete, by their decisions to 
stress or skimp quauty, to advertise more or less intensively, to pack simply or 
elaborately, to favor or oppose retail price-cutting, and so on. This is clearly 
a matter of broad public concern. 

In previous chapters brief attention has been given to some of the forms 
that non-price competition may take. These were roughly divided into 
two groups, quality competition and demand creation. 

Quality competition was used very broadly to include a wide range of 
competitive practices that may be roughly divided into two subgroups: 
(1) the physical quality of a product in use, that is its durability, adapt- 
ability, aesthetic appeal, and so on; and (2) the combination of associated 
services that accompany the sale of the product, including packaging, 

1 TNEC Monograph No. 1, p. 69. 
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terms of payment, delivery, atmosphere of the shop, and so on. Only the 
first of these subgroups is generally regarded as “quality competition 
proper.” ' The second group merges over imperceptibly into advertising 
competition or demand creation. It is theoretically distinguishable from 
advratising competition according to whether it is designed as response 
ta easting demand or as an attempt to change demand, but in practice 
thfe distinction is sometimes difficult to make. 

Demand creation is also a broad and inexact concept. It includes the 
i^tEghting of brand names and trademarks as means of attaching con- 
sumers to a particular product. It includes the many techniques of 
persuasion. It seeks both to inform and to misinform in order to attract 
euatomers. It is a tool for bringing to the attention of potential con- 
sumers the quality or price offerings of the seller. 

Where direct price competition is curtailed, competitive activities are 
redirected into other channels such as quality and advertising competition. 
There are also efforts to find rather direct substitutes for open price 
competition through the use of premiums, allowances for trade-ins, and 
a multitude of other techniques for indirectly shading prices. The 
significance of these devices is often underestimated. 

Quality Competition 

In a very simple economy, such as that of the early colonial days, the 
variety of goods was small and buyers were relatively well informed con- 
cerning ways of judging quality. In these circumstances the elaborate 
conditions now surrounding sale of products, especially at retail, were 
unknown. Informed buyers were concerned over quality and quality 
competition was probably very much more effective than it is today. 
The spirit of craftsmanship lent added effectiveness to this competition. 

In modem times the situation is very different. New techniques of 
production make disception in quality much easier and much more diffi- 
cult to detect. Higher planes of living have involved also a diversifi- 
cation of products almost inconceivable. The results are on the one 
hand much greater complexity in the problem of selection facing buyers, 
and on the other an opportunity to use fine distinctions of product in 
place of price-cutting as a means of attracting customers. Price com- 
parisons are under these circumstances very poor guides in purchasing. 

The problem of measuring quality 

What is high quality? This is a very complex and difficult question; 
it is a question that consumers try to answer in relation to their partic- 
ular preferences; it is a question that both private and public agencies 
must wrestle with in attempting to provide information to consumers; it 
a question for statisticians and economists seeking to study and 
ineasure the changes in quality over time and the functioning of price and 
quality competition in any given product. Even confining attention to 
what has been designated as “quality competition proper,” to the physical 
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quality qf goods in their effectiveness in use, the measuremfent of quality 
is extremely difiBcult. 

What is good quality in a radio? Is tone, or selectiveness as between 
different broadcasting stations, or distance, or durability, or low cost of 
maintenance, or aesthetic design, more important? How may each of 
these things be measured and how may their relative importance be 
determined? Deciding on quality in automobiles is yet more difficult. 
Even for relatively simple products such as coats, suits, dresses, the 
problem of judging quality is a baffling one. Some characteristics of a 
good may be expressed in quantitative terms, as gasoline consumption 
of a car, estimates of cost of upkeep of a radio, tensile strength of steel 
bars and of cotton sheets. Others are much more elusive, as style in 
clothes, aesthetics and style of chromium trim on automobiles, and so on. 

Range and emphasis in quality competition 

The range of quality competition is clearly great. It extends all the 
way from the relatively measurable characteristics of durability and 
operating economy through the immeasurables of design and exclusive- 
ness and the associated services, packaging, and so on that are provided 
with the sale. The extent to which any of these factors are emphasized 
in competitive strategy will depend on conditions in the particular indus- 
try. Where purchasers are expert and interest is primarily in utilitarian 
performance emphasis will be on the relatively measurable aspects of 
quality; this is most likely to occ\ir where buyers are industrial users of 
the product in further production processes, and in some cases of govern- 
ment buying. Where purchasers are most interested in factors such as 
style, quality competition will be channeled in these directions and much 
less attention will be paid to durability and strength. And where pur- 
chasers are inexpert, as many of the ultimate consumers of goods sold 
at retail, sellers take advantage of this situation to compete through the 
relatively superficial aspects of quality that catch the eye and through 
emphasis on associated services and convenient conditions of sale. 

Those aspects of quality improvement that are readily measurable are 
very like price-cutting as competitive devices for attracting customers* 
While they may be effective in increasing sales, they may also be dupli- 
cated by other sellers. The fear of retaliation from rivals may discourage 
aggressive competition in these aspects of quality. They are also the 
most readily standardized and the most likely to be made the object of 
standardization agreements among competing sellers. As a result there 
is an increasing tendency to emphasize the nonmeasurable aspects of 
product differences. Variations of this sort can be developed ad infini- 
tum; they will not be exactly duplicated by rivals, and they may be 
quite effective means of holding customers. 

Closely associated with quality competition is the use of guarantees. 
Such guarantees with respect to the relatively measurable aspects of 
quality, as the performance of automobiles, washing machines, radios, ar? 
also means for diversifying appeals. Guarantees to industrial buy^if 
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tiiat prices will not be cut over some stated future period, or that if they 
are the buyer will be rebated, have the effect of reducing price flexibility. 
Most guarantees give a competitive advantage to the concerns first initi- 
ating them; but most of them can also be easily matched. Once they 
have become general in an industry, therefore, new methods of competing 
will be sought. 

Demand Creation 

The analysis of prices and quantities of goods thus far undertaken has 
proceeded on the assumption that sellers exercised no direct influence on 
the demands of consumers for their goods. The fact that consumers may 
frequently be misinformed in their selections has been largely ignored. 
Advertising competition is a technique by which a particular entrepreneur 
seeks to attract customers. He may succeed in part merely by informing 
them of opportunities of which they were not formerly aware; he may 
succeed by misinforming them concerning what he has to offer as com- 
pared with the offerings of other sellers; and he may persuade them to 
change their underlying preferences in favor of the kind of thing he is 
offering for sale. Any realistic understanding of the functioning of 
economic processes requires an examination into the nature and effects 
of this powerful competitive technique. 

Increasing the demand for the firm's product by advertising 

Since the intent of a seller in advertising is to attract more customers 
tio the purchase of his product, he will try to impress upon them the 
^periority of his product in relation to the price at which he is offering 
it. If he succeeds he will be able to sell more units at any given price, 
or to get a higher price for any given quantity. The demand for this 
particular product (the seller’s average revenue schedule) will have in- 
creased. He may attract customers by setting his product apart from 
others in their minds, as distinctly superior and therefore worth a higher 
price. Insofar as he thus increases the extent to which consumers differ- 
entiate him from other sellers (whether this differentiation is real or 
illusory) he obtains for himself a greater degree of control over price. 
He can raise his price above that charged by rivals and yet retain a 
goodly number of customers. On the other hand, a seller previously 
charging exceptionally low prices may lead consumers to believe that his 
product is just as good as that sold at a higher price by rivals; and 
whether or not this is true he will be able in this way to get more cus- 
tomers at existing prices or to increase his price and still retain the 
original number of buyers, whichever he may see fit. 

The meaning of "selling costs" 

Costs of production may be defined as those costs incurred in creating 
and adapting a product in response to given demand conditions; selling 
costs are costs incurred in attempting to shift the demand to the advan- 
tage of the seller. Thus manufacture, transport-ation, storage, provision 



NON-PRICE COMPETITION AMONG SELLERS 31 F 

of credit, delivery, convenience of location — all these are production costs. 
Newspaper advertising, window displays, sales departments insofar as 
they deal in persuasion but not in physical handling of goods — ^these are 
selling costs. 

The distinction between production and selling costs is important for 
the fulle? understanding of price-making. When all costs are produc- 
tion costs demand is determined independently of costs. By analyzing 
the relation between cost and revenue data it is possible to arrive at a 
plution to questions concerning price and output in individual firms and 
in an industry. When one part of costs is directly related to demand 
a new element appears in the problem. There is the possibility of various 
total outputs not only at different prices but also at the same price with 
different selling costs. 

If it were possible to determine exactly what would be the effect on 
demand of a given expenditure on selling efforts or of a given increase 
in such expenditure, the entrepreneur of a firm could estimate the maxi- 
mum profit adjustment taking these costs into account. Each concern 
is in a position to change price and output with any given demand, to 
change quality, and to change demand. For each quality of good and 
expenditure on selling efforts there will be an associated average revenue 
curve and a maximum profit price-output adjustment. The producer 
will experiment and estimate the various possibilities, aiming at a situ- 
ation in which his profits are the highest possible, in which no change 
available to him could increase them. 

Sellers' difficulties in estimating the effects of advertising 

Estimating future costs and future demand even in the absence of 
advertising is suflRciently difficult, although these things can usually be 
approximated to a fair degree of accuracy. But selling costs introduce 
still further difficulties. 

There are many reasons why it is by no means easy to determine the 
effects on demand of any given advertising program. There is a less 
consistent relation between selling costs and sales than between produc- 
tion costs and output. Large enterprises 'spend huge sums annually not 
only directly in advertising, but in surveys to determine the effects of 
particular advertising programs. No conclusions can be drawn merely 
because sales increased when a particular advertising expenditure was 
made, since other developments may be the true explanation of the 
sales increase. Moreover, an advertising technique that is new may be 
very effective for a time, but lose its effectiveness when people get used 
to it or it is adopted by other sellers. Some advertising becomes neces- 
sary to “meet” that initiated by others in order to maintain anything 
approaching a satisfactory position in the market. 

Advertising differs from price and quality policies in that action at 
any given time is more likely to have a relatively enduring effect without 
repetition of that action. Every firm attempts to obtain the “good-will” 
of a group of customers who will continue buying in the same way even if 
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the adveiftising is dropped. One of the most difficult questions for the 
advertiser is theretore to know when he is in this position — ^when he can 
let up on his advertising outlays (selling costs) and still maintain his 
position in the market. How is he to know how many of his customers 
are "repeat" customers, and how is he to know how easily repeat cus- 
tomers can be induced to trade elsewhere if he relaxes his advertising 
efforts? He knows only that if he once allows repeat customers to be 
diverted to other sellers he will find it far more costly to win them back 
than he would have found it to retain them in the first place. These un- 
certainties result in some reluctance on the part of entrepreneurs to 
experiment with reducing selling costa even though they may suspect 
that to do so would increase profits. 

Competitive demand creation 

Competitive demand creation is most evident among rival producers 
of only slightly differentiated consumers’ goods, for example different 
brands of cigarets; but there is also advertising competition between 
producers of candy and flowers, and more broadly between producers of 
automobiles and "all other things." 

When a seller engages in a new advertising expenditure he expects his 
market position to become more favorable to him, he expects that at any 
given price and quality he will be able to sell more than he otherwise 
could. His gain takes place largely by drawing customers away from 
other sellers who are in various degrees of rivalry with him. How long 
his improved market position will persist will depend on the one hand 
on consumer preferences and the skill of the advertiser in getting some- 
thing that "clicks.” It will depend on the other hand on whether his 
rivals in turn draw customers away from him. This they might have 
done any way through independent initiation of advertising; but his action 
may directly stimulate them to engage in active advertising competition. 
They may do this simply in imitation of him, or they may try directly 
to "win back" the customers he has dra^vi away from them. 

Let us suppose first that an advertiser of a particular brand draws 
just a few customers away from each of many rivals. It may be that 
too one of them will consider retaliatory advertising to win back these 
few customers; but even so, many of these rival producers, observing 
the success of the initiator of the advertising, will decide to imitate him. 
Since they are not first in the field, their efforts cannot have exactly the 
same effect. The process may be slow, and during the lag the initiator 
of the advertising competitiork will gain a mote profitable demand posu 
tion; but eventually his exceptional gains are likely to be eliminated by 
Uie manifold new advertisers taking his trade. Their imitation of his 
advertising may have neutralized the effects he at first realized, and the 
demand for his product may be back where it started. He cannot return 
to hla previous cost situation, however, since if he were now to cease his 
advertising expenditures rivals would draw still more customers away 
from him. He must keep on advertinng in order to maintain his posi- 
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tion in the market, and he may in fact be under pressure to exert some 
new advertising effort in order once more to get at least for a time an 
especially favorable position. 

If instead of drawing customers from many rivals an advertiser draws 
them heavily from a few, the response of these rivals would be more cer- 
tain and more immediate and direct. They would retaliate by trying to 
get their customers back again. Fear of such retaliation may act as a 
check on the initiation of aggressive advertising, but it is more likely 
that it will be a relatively insignificant force. Each seller fears that his 
rivals may “get the jump on him” more than he fears the direct retaliation 
that will follow his initiation of advertising competition. There is al- 
ways the possibility that he may hit upon something that will have quite 
a high degree of invulnerability to attack from rivals attempting to 
retaliate. 

Some of the most successful advertisers have doubtless subscribed to 
the idea that “a good offense is the best defense.” They would probably 
add that a dollar spent in an advertising offensive now will save nine 
dollars spent later in attempting to win back customers lost to some other 
more aggressive seller. After customers have once got the habit of 
patronizing a certain seller, it is very much more difficult to draw them 
to a new enterprise than before they formed any such allegiances. New 
firms may hesitate to risk such an undertaking, and the well-established 
firm may operate at high profits for a long time before rivals make 
significant intrusions into its market. The man who is “out ahead” in 
advertising skillfully is the man who will obtain these advantages, and 
it is this fact more than any other that leads sellers to seek continuously 
new and more effective ways of gaining a leadership position through 
the use of advertising techniques. 

The incentives to advertising competition, both “offensive” and “de- 
fensive,” are so great that in some areas of production there has been 
a continuously upward spiral of selling costs. A leader is imitated or 
retaliated against; his temporarily more favorable demand position dis- 
appears, but he must continue advertising to retain a place in the market; 
each seller again sees an opportunity to* gain at least temporarily from 
yet further expansion of advertising, others “meet” his competition, and 
now on the new level with higher selling costs they again neutralize each 
other’s efforts to win customers; again no one dares to withdraw his 
advertising, and each may temporarily gain by further extending it. So 
the cumulative spiral continues upward. There is usually an advantage 
in leading, great danger in curtailing. Only when they have reached 
extremely high levels have there been signs of concerted efforts among 
groups of producers to modify expensive advertising programs. 

In view of this upward spiral of advertising costs, the effects of which 
are continuously in the process of being neutralized so far as each seller’t 
market opportunities are concerned, it may seem strange that associations 
of entrepreneurs sometimes chide members of the group who have spent 
only small amounts on advertising. The e:)q)lanation lies in the effects 
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of advertising in diverting consumers’ dollars into buying more of a 
whole class of commodities, say more cars or more radios. Sometimes 
advertising is definitely set up in terms of a whole class of goods; but 
even brand advertising may have such general effects. The magazine 
advertisement for Fords may increase the interest of consumers in auto- 
mobiles in general, and many of these same consumers may decide in the 
end to buy Plymouths. Only in exceptional cases (such as flowers versus 
candy) is the impact of such advertising likely to be sufficiently focused 
against any particular firm or any coordinated group of firms to stimulate 
directly either imitation or retaliation. 

Advertising versus price-cutting and quality 
competition in business policy 

Customers may be attracted to a firm by lowering price, by raising 
quality, or by increasing advertising expenditures. There are many 
situations in which increased advertising will be the method chosen. 
Positive pressures to do so are of various kinds. 

1. For some products aggressive advertising is so extensive that a seller 
who does not compete in this way will find his sales dwindling to almost 
nothing simply because consumers are unaware of his existence. He 
sacrifices economies of larger-scale operations, a sacrifice that may be 
very serious. Without enough advertising to attract attention to his 
offerings, he would find price-cutting or quality improvement to be of no 
avail. Once he has met the advertising competition of rivals, however, 
further expansion may be accomplished by price and quality adjustments. 

2. An entrepreneur is continuously making estimates as to future con- 
ditions and the effects of various alternative policies on sales and profits. 
If he lowers prices in order to attract customers he runs the risk not only 
that the experiment may fail in its purpose but that it may lead consumers 
to believe his product is inferior. Therefore, when he tries to raise his 
price once more, his sales may be less than before. If he had sought to 
increase sales by more advertising instead of by cutting prices, and the 
experiment had failed, he would have been able to go back to his original 
position without any loss of customers resulting from his actions. When 
advertising and price-cutting seem to offer equal chances of gaining cus- 
tomers at comparable costs he will, therefore, probably choose advertising, 
as involving less risk. 

3. Another reason for choosing advertising rather than price-cutting or 
quality improvement as a means of increasing sales may be that with the 
use of advertising there is a greater chance for more permanent results 
from a temporary program. And even where results are only temporary, 
the lag in effective rival reactions is likely to be greater than in the case 
of price competition, and the interim period may promise attractive 
profits. 

4. Finally, in oligopoly situations producers exert strong pressure on 
each other against price-cutting, pay less attention to quality competition, 
and sometimes definitely urge members of the group to advertise in order 



NON.PRICE COMPETITION AMONG SELLERS 321 

to attract consumers from other general areas of expenditure into this 
one. 


Escape Devices in Lieu of Open Price Competition 

While to many businessmen non-price competition offers profit oppor- 
tunities much greater than are available through open price competition, 
this is primarily true of large enterprises with established reputations and 
resources sufficient to put over big advertising campaigns. There are still 
many firms, especially new and small enterprises, that find their greatest 
opportunities in price competition. Frequently it is only through cutting 
their prices below those charged by the big companies that these small 
or new concerns can get any place at all in the markets. This situation 
is recognized in some industries by large concerns that permit small firms 
to undersell them by a slight margin without threat of retaliatory action.® 
Indeed in some industries it is more profitable to the big companies to 
refrain from a too complete and strenuous process of weeding out small 
firms than to engage in a long series of small local price wars. 

The conflicts of interests between firms focusing on non-price competi- 
tion and those making use primarily of price competition as means of 
gaining and retaining customers become very sharp when in periods of 
limited opportimity there is an attempt to coerce all concerns into con- 
forming without exception to a general agreement as to prices. Under 
pressure in such situations, substitutes for open price competition will be 
sought, especially by those firms placed at the greatest disadvantage under 
uniform prices. 

Conflicts of interest os revealed under the National Recovery Act 

During the depression of the early ’thirties, sales opportunities were 
becoming generally less and less and under these pressures long-standing 
price maintenance agreements and tacit following of price leaders in 
oligopoly industries began to crack. As an emergency measure, an at- 
tempt was made to improve business conditions generally by a cooper- 
ative program between business and government that set up codes for 
the behavior of the members of each industry. Many of these codes 
included provisions setting minimum prices below which no firm was to 
sell. These provisions eliminating price competition worked great hard- 
ship on some firms, especially on small enterprises in markets dominated 
by a few large and well-known concerns, or where some firms offer 
services along with their sales while others do not. These difficulties are 
illustrated in reports and hearings: 

In the Cleaning and Dyeing Trade the cash-and-carry cleaners contended 
that they could not keep their business unless they were permitted to sell below 
the prices of those cleaners who receive and deliver the garment at the customer’s 
residence. Their refusal to abide by the uniform minimum prices established 
under the code was an important factor in the breakdown of the price structure. 
In the Wholesale Confectionary Trade a cash-and-carry wholesaler complained 


®8ee TNEC Monograph No. 1, p. 51. 



a22 NON^PRICE COMPErmON AMONG SELLERS 

to a member of bis local code authority that he must either allovr a larger (hscotmt 
than this competitor who delivered merchandise and extended credit or else go 
out of business. As he later described the conversation; “The answer was this, 
‘Mr. lieberman, you have been a cash-and-carry man. From today on you will 
become a service man.’ I said ‘You are a code authority lawyer today; what 
would happen if someone wanted you to become a crimiiial lawyer? Would you 
like tha* r ” * 

The resentment of large manufacturers at price-cutting by small firms 
in markets in which they have dominant positions is illustrated at many 
points in hearings before the National Recovery Administration. They 
claim that they have built up the markets for their products, that they 
have created demand through extensive advertising for which they have 
incurred heavy expenses, and that it is unjust that newcomers should be 
permitted to “horn in*’ on their markets through price-cutting without 
incurring their share of advertising costs. On the other hand, it is just 
this action on the part of new firms that protects consumers against 
monopoly control. This situation was well illustrated in the tire manu- 
facturing industry. The large manufacturers sought to establish and 
enforce minimum prices through the NRA codes. Here was the answer 
of a small producer: 

We don’t want to sell below cost. We don’t propose to sell below cost, but 
you notice what they add to it. Nobody must sell below cost unless to meet 
competition. 

Well, up here is a big manufacturer. Everybody knows he has to sell above us 
if he can make money. He can do it and has consumer acceptance that carries 
him on. He would starve if he sold at our price. There is no question about 
it. He does not have to. He keeps on advertising. Here is our cost. He is 
not required to sell at his cost when he “meets” our competition, so he can come 
down and meet us and we have not any right under the formula to fall below; 
in other words, as I have heretofore said, we are chained to a post, and he comes 
and gets us and sells against us as long as he wants to because of that provision. 
Don’t you see where it all leads? * 

These situations did not occur uniquely under the NRA but have ap- 
peared and reappeared wherever rigid controls have prevented open price 
competition, whether governmentally enforced or supported by pooling 
agreements among private concerns without government support. 

Devices to evade price control schemes 
as revealed in NRA regulations 

The use of indirect methods of evading minimum price regulations was 
very common imder the NRA. Commenting on the evasions of minimum 
price a^eements in the codes, the report of the Division of Industrial 
Economics makes the following remarks: 

Wherever minimum-price systems cause peculiar difficulties for one part of an 
industry, there was a direct incentive to evade or destroy the minimum prices. 
Minimum-price provisions were consequently difficult to enforce. 


‘Quoted in Temporary National Ecoiomic Committee Monograph No. 1, pp. 
[- 92 . 

* Ibid., p. 66 
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In the sale of tires pricee could be cut by eJrtenchng the duration of guarantees 
of performwce. Price concessions in the retail sale of automobiles consisted 
largely of higher trade-in allowances upon used cars. In the lumber and bitumi- 
nous coal industries, price cutters delivered better grades than had been ordered 
and paid for. In the bituminous coal industry some producers offered guarantees 
which their customers knew were excessive and contracted to forfeit a part of 
the price if the coal was below the guaranteed standard. In many industries 
premiums or free deals were used to reduce the net price. Some producers 
attracted trade by offering lavish entertainment to buyers. Others offered un- 
usually liberal cash discounts and credit terms. Long-term contracts whose date 
Was alleg^ to be prior to the minimum-price system served as excuses for sales 
at low prices to favored customers. 

The range and variety of possibilities of evading price control is indi- 
cated by the long list of types of regulation undertaken by the NRA. 
This list includes the following thirteen main groups of concessions or 
methods of concealing concessions, and the variety of techniques listed 
under these thirteen heads includes 222 different items. All of these are 
familiar in business practice and the list might have been extended jmt 
further. 


Types of Concessions to Influence Sales 
as Dealt with by Codes 

1. Concessions primarily related to time of buyer’s payment 

2. Concessions primarily related to risk of buyer 

3. Concessions primarily related to supplying additional goods 

4. Concessions rendered buyer through use of sellers’ employees or property 

5. Concessions granted buyer through financial assistance or favors 

6. Concessions related to manner, and/or time of shipment 

7. Concessions through payment or diversion of commissions or fees to cus- 
tomers 

8. Concessions through acceptance of competitor’s materials from buyers 

9. Concessions through allowances or payments for value rendered by buyer 

10. Concessions through sale of substandard or obsolete goods 

11. Concessions granted during performance contrary to provisions of agree- 
ment 

12. Acceptance of forms of payment in which concessions may be concealed 

13. Types of agreements, offers, invoicing, and so on, by means of which con- 
cessions may be concealed 

The comments in the report of the Division of Industrial Economics, 
and the implications of the long list of regulated practices are important 
not only as history of the experience under NRA but also as indicators of 
how businessmen will behave when price regulation is attempted. Such 
evasions were not new. They had appeared in many cases in which 
prices seemed to be fixed and held stable through oligopoly policy. 

Analogous evasions of price ceilings 

Analogous to the development of techniques of indirect price competi- 
tion among sellers are devices to evade price controls in buying. Oligop- 
sony groups seek to hold down the prices of the productive services that 
they purchase. Wherever there are very great profit opportunities, how- 
ever, the incentive to bid up prices in order to get more productive 
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services becomes increasingly strong. In boom periods, and most strik- 
ingly in a war economy, the result is likely to be the cracking of oligop- 
sony price "ceilings," and price jumps above these ceilings. Wherever 
such an agreement is strongly enforced, and especially where price ceilings 
are backed or even initiated by government, the increases in prices above 
the ceiling may appear in somewhat concealed ways. Perhaps buyers 
unable to get as much lumber as they wish will reach an agreement with 
lumber producers to deliver to them grade B lumber at grade A prices ; 
this is satisfactory to both buyers and sellers, since the seller gets a bigger 
income and the buyer gets lumber he very much wants, which would not 
otherwise have been available to him. A popular story now familiar to 
many Americans is that of the evasion of price ceilings on hogs in Ger- 
many; it is said that the farmer sells his dog along with his hog, and no 
one is very much surprised when the dog runs back home. Whether this 
particular story is true or not does not matter; it illustrates the variety 
of human ingenuity in evading price controls where the incentive to do 
so is strong. 



CHAPTER 25 


A Philosophic Intrusion: 
Individualism and the Economy 


The philosophy of individualism that has been basic in American tradi- 
tions focuses on the freedom of the individual in what he does and says 
and thinks. In economic life this philosophy has found expression in 
an aggressive private enterprise system. That system has been justified 
by many of its adherents as a social order which gave on the one hand 
jreedom to individuals as consumers to choose what they wished and thus 
to command resources to be used in producing according to their prefer- 
ences, on the other hand freedom to individuals as producers to engage 
in the businesses or occupations of their choosing. To what extent the 
private enterprise economy in the United States has in fact realized these 
results is frequently debated; but though no complete quantitative agree- 
ment is likely to be reached, students of that economy agree concerning 
the kinds of maladjustments that make their appearance in that setting. 
A preliminary examination of various practices now common in the 
American economy in their effects on resource allocation and on freedom 
of opportunity will be undertaken in this chapter. In some respects it 
is therefore just an extension of the discussion of Chapter 20; but it goes 
far beyond that chapter in scope and in the variety of problems con- 
sidered. Finally some conclusions concerning the evolution of American 
individualism and its implications and limitations will be hazarded. 

Monopolistic and Monopsonistic Interferences 
with Resource Use 

In a purely competitive economy, resources would tend to be allocated 
roughly in accordance with consumer preferences as expressed in “dollar 
votes” in the markets. This is true despite a number of flaws in the 
processes of adjustment. But in other types of market situation this 
tendency does not appear. When a firm is a simple monopoly or 
monopsony or when a group of firms are oligopolists or oligopsonists, 
whatever the basis on which their positions are established, their search 
for maximum profits will lead to curtailing of production short of the 
level that would most effectively satisfy consumer preferences. In tamy 
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cases it will also lead to waste of relatively fixed agents like machines and 
buildings that are kept idle though allocated to the industry. 

Short-run allocation of productive agents 

Let us suppose that an economy is purely competitive throughout with 
the exception of one industry that is solely in the control of one firm or 
that is controlled by a small oligopoly group. In the short run there 
is no possibility of entry of new firms. Variable costs to the firm or firms 
in this one monopolistic industry would reflect reasonably accurately the 
worth to consumers of the services of marginal units of these productive 
services in other employments. Consumer demand for the product of 
the monopoly or oligopoly industry would serve as a reasonably good 
index of the marginal worth to consumers of various quantities of prod- 
ucts of the industry. Consumer preferences would be realized if in this 
industry employment of each type of productive service was carried to 
a point at which average expenditure and marginal sale value were equal. 
But this will not be the tendency of entrepreneurs in a monopoly or 
oligopoly situation, who are seeking to maximize profits. They will 
curtail production short of this point in order to maintain higher prices. 
Whether the curtailment is in a single simple monopoly firm, whether it 
results from nonaggressive price competition of oligopolists or from price 
maintenance or market-sharing agreements among them, the result is 
the same. The output of the industry is less, the employment of resources 
in it is less than would consistently reflect consumer dollar votes. More 
of these resources must find employment in the rest of the economy. As 
between the monopolized industry and the rest of the economy there is 
a malallooation of resources; “too few” are employed in the monopolized 
industry, “too many” being left for other uses. 

If it now be assumed — a more realistic assumption — ^that a large 
number of industries are monopolistic, this conclusion takes on greater 
importance. Curtailment of production in the monopolistic areas may 
in the aggregate become serious, and the forced diversion of resources into 
less productive employments in purely competitive spheres -is a real loss 
from the point of view of the society as a whole. Within the competitive 
sectors allocation from industry to industry will tend to be consistent with 
consumer preferences; within monopolistic sectors it will be erratic; 
between monopolistic and competitive spheres it will be clearly out of 
line with consumer preferences, curtailment of use of resources in the 
monopolistic spheres resulting in an overflow into competitive industries. 

An analogous curtailment of resource use occurs in monopsony and 
oligopsony situations, as a result of the manipulation of the market to 
hold down the prices paid for productive services. Again, whether the 
curtailment in inputs is in a single simple monopsony firm, whether it 
results from nonaggressive competition in buying by oligopsonists, or from 
a price maintenance market-sharing scheme in the purchase of productive 
services, the result is the same. The output of the industry is less, the 
employment of resources in it is less, than would be consistent with con- 
snmcr preferences as expressed in dollar votes. Unable to find employ* 
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naent here, wore of the owners of productive agents seek outlets in com- 
petitive sectors of the economy, and a malallocation of resources as be- 
tween the monopsonistic and the competitive spheres results. 

Long-run under- and overdevelopment of an industry 

Short-run allocation of resources is a matter of the channeling of rela- 
tively variable agents into firms in one industry or in another. In the 
long run, adjustments include the shifting of firms and of the relatively 
fixed agents that they employ as well as the shifting of relatively variable 
agents. In a purely competitive economy all agents would tend to be 
allocated roughly in accord with consumer dollar votes but in an economy 
such as has existed in the United States this is not the case. Long-run 
adjustments may lead either to under- or overallocation of relatively 
fixed agents to monopolistic spheres; though in instances of excessive fixed 
agents in the monopolistic spheres these agents are underused and lie at 
least partially idle. 

1. Where insiders practice methods of exclusion of new firms — misuse 
of patent rights, manipulation of banking and transportation privileges, 
unfair competitive tactics, and so on — the obvious result is the underuse 
of relatively fixed as well as variable agents in this industry or produc- 
tion area. Resources excluded from this or these sectors of economic 
activity are forced to seek employment elsewhere, where the sale values 
of their marginal products are less. This is an obvious interference with 
the realization of consumers’ preferences in the allocation of resources. 

2. Monopolistic and monopsonistic firms or groups of firms that are 
unable to exclude new enterprises successfully may find that in the long 
run the industry tends to become “overdeveloped” through the appearance 
of these firms. The maintenance of high selling prices and low purchase 
prices as a means to greater profits results also in the attracting of new 
firms into the industry even though existing firms could more economically 
expand production to turn out the same aggregate output. As these new 
firms become established, making investments in relatively fixed agents, 
the share of the market held by each firm, becomes smaller and smaller; 
larger and larger proportions of the equipment in the industry is then 
underused, with frequently very great waste as viewed from a broad 
social standpoint. If an industry started out as a monopoly or monop- 
sony this process would convert it into oligopoly or oligopsony; but the 
group of firms would still follow policies essentially like those of the 
single firm in the monopoly or monopsony situation. The excess of 
relatively fixed agents would be underused, output of the industry would 
be restricted, and the allocation of relatively variable agents to the indus- 
try (or production area) would be “too small.” 

The Relation Between Payments to Productive Agents 
and '^Economic Contribution" ’ 

It is frequently regarded as a corollary of the philosc^hy of individual- 
ism that owners of productive agents “should” receive for the services of 
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these agents just the “economic contribution” that they make. But 
“economic contribution” unless finiher defined is extremely vague in 
meaning. In their study of economic processes, economists have arrived 
at a commonly accepted interpretation of what it means; according to 
their usage, the “economic contribution” made by a productive agent 
is the sale value of its marginal product. The reason they identify 
economic contribution with this marginal sale value instead of with mar- 
ginal revenue is obvious after an examination of the situation. Suppose 
that by withholding some of his services a man can get a bigger total 
money income, so that additional offerings would actually result in a 
negative marginal revenue ; is he making a greater economic contribution 
when he produces less? Most people would say “of course not,” and add 
that the question was very silly. Yet people do sometimes get bigger 
incomes in this way than by producing more. Chapters 11 and 20 dis- 
cussed the fact ,that the sale value of marginal product provides a rough 
index of the worth to consumers of the services of a marginal agent in 
a particular firm or industry under purely competitive conditions. It 
is a yet rougher index when the economy is riddled with monopolistic 
and monopsonistic situations; but it serves this role better than any 
other measure. Under what conditions do people in fact receive for their 
labor services and for the services of productive agents that they own 
payments equal to the sale value of the marginal product resulting from 
use' of these services? 

Payments and “economic contributions" 

In a purely competitive economy 

Under conditions of pure competition each entrepreneur seeking to 
maximize profits hires productive agents so long as average expenditure 
is less than or equal to marginal sale value. This average expenditure 
is the wages of particular kinds of labor, the price or rent of particular 
kinds of machines. Thus in each firm inputs are adjusted in such a way 
that marginal sale values are approximately the same as the return to 
the owner of the productive agent. Through the simultaneous actions 
of the aggregate of firms purchasing productive services and of individuals 
or firms selling these services, payments are bid up or down until (1) the 
amount of a service offered and the amount wanted are equal, (2) pro- 
ductive agents are contributing in each firm marginal products the sale 
values of which are approximately equal to the payments they receive, 
and (3) no shift of employments would yield either bigger payments or 
.greater sale values of marginal products. In a purely competitive econ- 
omy payments received would match very closely the “economic con- 
tributions” made by the agents involved. 

Monopolistic enterprise and payments to owners of productive agents 

Wherever a firm has some degree of control over price, whether in a 
situation characterized by simple monopoly, by oligopoly, or by monop- 
olifltio competition, marginal revenues will be less than the sale values 
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of marginal products, though in most cases of monopolistic competition 
the difference is slight. Entrepreneurs of such enterprises will curtail 
production, and hence inputs, short of the point at which average expendi- 
tures would equal these sale values. As a result agents employed in 
monopolistic enterprises will be receiving less than the marginal con- 
tributions that they make as viewed by consumers ; payments to owners 
of these agents will be less than the “economic contributions” resulting 
from the services rendered. This is illustrated graphically in Figures 
12 — 1C and 12 — ID. If there are many sectors of the economy in which 
there is such curtailment of inputs, these resources seeking employment 
in the competitive sectors will add less and less to products there ; so their 
incomes in those sectors will therefore be less, and the “economic con- 
tribution” that they are able to make will be less than would have been 
possible in the absence of monopolistic restrictions. 

Monopsonistic markets and payments to owners of productive agents 

Monopsonistic situations also involve curtailment of inputs and the 
payment of incomes less than the “economic contributions” of the pro- 
ductive agents involved. In this case the curtailment is due to the 
opportunity of the entrepreneur to hold down payments by restricting 
inputs. Instead of adjusting according to a comparison of average 
expenditures with marginal sales values he focuses on marginal costs. 
The greater the difference between marginal costs and average expendi- 
tures the greater will be the discrepancy between the payments received 
by the owners of productive agents and the value of their services. This 
is true whether the firm sells competitively or monopolistically. It is 
illustrated graphically in Figures 12 — 3B and 12 — 3D. Again, curtail- 
ments of inputs in monopsonistic sectors of the economy forces more 
agents to seek employment in competitive sectors and pushes down the 
marginal sale values of their contributions there. 

The Effects of Quality Competition 

Thus far only slight attention has been paid to quality competition and 
its effects on economic adjustments. It is, of course, closely associated in 
practice with policies directed toward “creating” demand; but to under- 
stand its effects it is necessary tc distinguish at least conceptually be- 
tween quality competition in response to consumer preferences and that 
associated with policies intended to influence and change these prefer- 
ences. In this section attention will therefore be turned briefly to the 
effects of competition in response to any given consumers’ preferences as 
between different physical products and conditions of sale. 

The significance of shifting emphasis 
from price to quality competition 

It is quite generally agreed that there has been an increasing shift in 
emphasis from price to quality competition in recent decades in the 
United States. What is the significance of this shift? The general wel- 
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fare would probably be best served by a reasonable emphasis on quality 
'~to prevent shoddy work and inefiScient products from appearing on the 
market— but at the same time by an emphasis on price to make available 
to consumers products comfortably within their income ranges wherever 
poiffiible. Have these conditions ^en fulfilled? No complete answer to 
this question is possible, but certain general characteristics of quality 
versus price competition provide a clue. 

1. Increased emphasis on quality competition may, and often does, 
lead to greater efforts in technological research for the improvement of 
products. This tends to bring better products to the markets and at 
lower costs. Where, on the other hand, there is aggressive price competi- 
tion between sellers of slightly differentiated products, there may be a 
tendency to skimp on quality. This is especially important where in- 
feriority is not readily discernible, as in many consumers’ goods, 

2. But the increased emphasis on quality competition may also block 
response to consumer preferences by diverting competitive behavior away 
from price competition. 

3. Emphasis on quality is sometimes misused by a group of dominant 
producers who get together to establish extravagant minimum standards 
in an industry, ostensibly as a protection to consumers but actually as a 
means of excluding legitimate competition from lower qualities. Efforts 
of leading firms in .the plumbing industry to prevent the sale of “culls” 
or “seconds,” and efforts of leaders in the bedding industry to prevent 
the use of secondhand materials are clear examples. 

Caps and wasteful duplication 

Quality competition frequently results in the clustering of offerings in 
a narrow range with very minor aspects of differentiation, while large 
gaps in offerings may remain xmfilled. This is due partly to lack of 
imagination and the desire to avoid the risks involved in innovations. 
It is due partly to the advantages of coming in just “on the edge” of 
what other firms are doing. An example will serve to show the impor- 
tance of some of these defects in the system. 

Europeans commonly produce and use very small cars that have gained 
no foothold in American markets. For a number of reasons entrepreneurs 
refrain for the most part from offering such cars. Consumers are now 
used to the heavier cars and would shift only slowly if at all to the lower- 
priced models. Prestige has become an increasingly important factor in 
car ownership, and a manufacturer entering a low-price field would share 
very little of the general gains in sales from the big advertising campaigns 
put on by producers of the bigger cars. His chances of making profits 
are slim and uncertain. Moreover, if such a manufacturer began to 
have any success he could expect that the other car manufacturers would 
fight him with every technique at their disposal because he would threaten 
their basic positions; such a possibility would give him pause. By offer- 
ing a car very similar to the others he could share in an already well- 
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eetablieheci ' market with much less fear of having to battle an entire 
group of powerful concerns. He is therefore likely to confine his quality 
competition to minor details such as chromium trim, streamlined fenders, 
and free wheeling, while whole ranges of production possibilities go unex» 
plored. 

Paying for variety 

Sellers seeking to obtain profits by producing goods in the forms and 
under the conditions of sale that will attract customers differentiate their 
offerings one from another. In some spheres of production an almost 
infinite variation of product is possible. This product differentiation 
arising out of quality competition may be viewed as a more refined aspect 
of the providing of a range of clearly different classes of goods — shoes, 
gloves, hats, meat, vegetables, automobiles, radios. When refined quality 
competition in consumers’ goods is taken into account, pure competition 
appears no longer as an alternative to monopolistic comp>etition, since 
monopolistic elements arise inevitably to some extent as a part of the 
process of providing a detailed variety in goods and services in response 
to consumer demands. There is no doubt that many consumers are will- 
ing to pay something in higher prices in order to have the variety made 
possible by many instances pf product differentiation. 

Variety costs consumers something for several reasons. Insofar as one 
seller is differentiated from others by his particular variation of offerings, 
he obtains at least a slight degree of price control. He will typically use 
this control to charge prices slightly higher than would result if he were 
to carry production up to the point at which marginal costs equaled mar- 
ginal sale value; but unless hie product is very markedly differentiated 
from others this effect on price will be very small. Associated with the 
differentiation of product is frequently greater marketing costs. The 
processes of buying and selling in intermediate stages between factory 
and consumer is considerably complicated. These greater marketing 
costs are ultimately reflected in the prices consumers pay. 

How much are consumers willing to pay for the sake of having a variety 
of products from which to choose? The answer to this question is diffit 
cult even in abstract analysis. For a number of reasons the degrqe of 
variety that would arise if differentiated sellers competed aggressively 
in both price and quality is regarded by some as a sort of “consumers’ 
ideal” degree of variety (assuming also that consumers are fully in- 
formed) ; it might equally logically be regarded as a maximum of variety 
in relation to consumers’ preferences, as the maximum degree of variety 
for which consumers are willing to pay. Although the assumptions are 
somewhat arbitrary, by accepting this criterion for the moment two 
general conclusions may be drawn: (1) Under conditions of monopolistio 
competition the degree of variety that would develop would be the maxi-* 
mum for which consumers would be willing to pay had they an opportu* 
nity to express their preferences for variety versus lower price, (3) 
Heterogeneous oligopoly with free entry to general production area 
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(though not to duplication of the offerings of any single firm) results in 
an ovennultiplication of varieties. “Too many” firms appear, each firm 
operating at an inefiiciently small output level with a small share in the 
total market for the group of related products; the variety is greater than 
would result had aggressive price and quality competition cut down 
profits before so many firms appeared. 

Errors in sellers' judgments of consumer demands 

The differentiation of products involves a large amount of guesswork 
concerning the various elements in a product and the conditions of its 
sale that are in fact attracting customers. It is difiicult for sellers to 
judge which services and which aspects of product differentiation arc 
really worth to consumers what they add to the costs of production. 
This is especially true of complex goods such as automobiles. Very 
commonly consumers pay for some unwanted gadget that “comes with” 
the car which they select for other reasons. Much has been written about 
costs of credit and delivery, which are commonly spread over customers 
not using these services as well as those using them. In some cases an 
attempt is made to segregate such costs and charge only those using the 
services or the gadgets. Unless this is done — and in many cases it is 
impractical — ^there is possibility of a serious flaw in the channel of com- 
munication between consumer and producer with respect to quality and 
service preferences. 

The Effects of Demand Creation 

Most of quality competition is more than response to any given set 
of consumer preferences; it is associated with efforts to influence and 
channelize these preferences. Policies of demand creation were examined 
briefly in Chapter 24, but some of the broader effects of advertising policy 
on adjustments in the economy will now be more fully considered, under 
the following headings: (1) the effects of advertising on consumer selec- 
tions in the market, (2) advertising as a basis of monopoly power, 
(3) shifting allocation of resources between production and selling costs, 
and (4) advertising as a way of meeting uncertainties in modern markets. 

The’effects of advertising on consumer selections in the market 

Advertising may inform, it may misinform, and it may persuade. In 
the first instance, existing underlying preferences become more effectively 
expressed in the demands for the products of the various sellers; in the 
second, they will be less effectively expressed; in the third, the underlying 
preferences themselves may be altered. 

1. Insofar as advertising provides information it leads consumers’ selec- 
tions in the markets to be more nearly in accord with their underlying 
preferences. When consumers are better informed, producers of inferior 
goods may have the choice of lowering price, raising quality, or being 
eliminated from the market. They will provide the higher quality high- 
price good or the lower quality low-price good according to their esti- 
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m&t68 of consuiner dcm&nds. Thus inform&tive adv6rtising may incraasa 
the effectiveness of response to real consumer preferences since these 
preferences Will be more accurately reflected in demand. Even if all 
advertising were informative, however, there would be a questiomap tp-how 
much use of resources in providing such information was justified. This 
is one of those immeasurables which is difiBcult for even each indifiifteial to 
decide, let alone some economist presuming to make a decision for all 
individuals. Efforts to obtain legislation providing for information to 
consumers and for protection against misinformation is a recognition of 
the fact that collectively people are willing to spend something for thj& 
benefits of becoming better informed, 

2. Unfortunately, advertisers are not concerned primarily with pro- 
viding information for consumers. Instead they are concerned with 
attracting customers to buy their particular products. Wherever such 
advertising is misleading or out-and-out falsification, it leads consumers 
to make market selections less consistent with their underlying preferences 
than would otherwise be the case. They may buy the “wrong” things^ 
they may spend more than necessary on the “right” ones. Ironically, as 
a tool for creating illusory product differentiation, advertising permits not 
only the charging of higher prices, but the use of high prices themselves to 
help create the illusion of quality superiority. 

3. That advertising affects people’s ideas of what- satisfactions are im-% 
portant there can be little doubt. How great these effects are is more 
open to question. And whether any particular change will be regarded as 
“desirable” or not will depend on the particular values of the individual 
or the group passing judgment. Advertising that leads consumers to 
smoke more cigarets may be regarded as undesirable by some but not by 
others. Advertising that leads to increased milk consumption may be 
quite widely regarded as beneficial. 

A function of advertising that is commonly approved is its contribution 
to the informing of consumers concerning new products.^ Here it clearly 
expands the horizons of the consumer, both increasing information and 
changing ideas as to what satisfactions are important. Examples of new 
products advertised within this generation are rayon, automobiles, radios. 
Associated with such informational services is the fact that advertising 
under these circumstances may hasten the adoption of new products by 
more and more consumers, until they can be made on a mass production 
basis and thus made available to consumers on lower and lower income 
levels. 

Advertising as a basis of monopolistic power 

Typically, advertising separates a seller more distinctly from his rivals, 
at least temporarily. It is through such differentiation, whether based on 

^ Infonnative advertising may sometimes be disapproved, when it is believed 
particular kinds of knowledge have bad effects. An example is the opposition of 
some people to the spreading of birth control information. 
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real difference or wi illusions, that the advertiser is likely to obtain the 
«reitest opportunities for pr^ts. Whether the result is monopolistic 
'eompetition with many producers of slightly differentiated products or 
heterogeneous oligopoly with a few rival producers watching each other 
closfely, the exaggerated differentiation results in greater opportunities for 
each firm to boost prices by small restrictions of outputs. Moreover, 
advertising can sometimes set a seller off from rivals so distinctly that he 
becomes almost a simple monopolist. For a long time the producers of 
Bayer aspirin were in this enviable position; even though other producers 
of aspirin undercut them sharply they were unsuccessful in drawing 
customers away. While this is not typical it is also not a unique case. 
Sellers who thus establish themselves may for long periods obtain large 
profits from the expenditures of the customers whom they have attracted. 

When the increased differentiation of products caused by advertising 
activities occurs through spreading accurate information as to differences 
in quality it may be that consiimers prefer the higher prices plus the 
greater variety if these are the only alternative to the lack of information 
and variety that might otherwise prevail. There is no way of measuring 
these preferences. But where differentiation arises through the creation 
©f an illusion of differences in the minds of consumers, it is clear that the 
consumers lose all around. 

’Shifting allocation of resources between production and advertising 

The cumulative piling up of competitive advertising has the effect of a 
cumulative diversion of pr^uctive resources from the production of goods 
and services in response to any given set of consumer demands to efforts 
to influence these demands. Insofar as the efforts of one seller are simply 
neutralized by those of another seller, or simply shift production from one 
firm to another offering an essentially identical product, there is obviously 
a waste of resources, since society has no net return from these efforts. 
The selling costs are added to the costs of production, and result in higher 
prices. Taking all producers together, there will be a smaller total output 
of goods and services than could otherwise be obtained from the same 
resources. 

Advertising as a way of meeting uncertainties in modern markets 

Businessmen produce to fill an estimated future demand. When goods 
appear on the market the producer must find buyers for them. He there- 
fore proceeds to use whatever means are at his disposal to insure that 
consumers will buy what he has to sell. Though some of the uncertainties 
of production are created by advertising itself, it is also true that adver- 
tising may be a means of protecting industry and the general public 
against wastage in production of goods where demand for different 
varieties is otherwise very erratic and unpredictable. 

P^uct Diversification and the Character of Competition 

Product diversification has many important economic effects. Many 
of the causes listed in Chapter 5 as giving rise to such diversification 
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jadicate that it may be important in reducing production costs nnd 
cutting out unnecessary waste. It may also have an important effect 
on the market position of the concern as a buyer and as a seller. And 
it may give greater stability to particular business enterprises. Here 
attention will be focused on the effects of product diversification on the 
character of competition, including the extent to which mon<d)olistio 
situations are encouraged or discouraged. 

Response to consumers' preferences in joint-product industries 
approximating the model of pure competition 

If an industry were purely competitive, and producers were fully in- 
formed concerning alternative opportunities, the results would tend to be 
allocatibn of resources in accordance with consumers' preferences. As 
was indicated in Chapters 18 through 20, this would be just as true of 
industries characterized by concerns producing several products as by 
concerns producing one product only. But the problem of cost estimation 
is made much more complex, and this leads to some blurring of the picture. 
Inaccurate estimates of cost mean inaccurate responses to consumers* 
preferences for the various commodities involved. 

The use of some products to increase soles of others 

Frequently one or several of the goods produced in an enterprise are 
sold at low prices in order to attract customers to purchases of other 
products on which the concern anticipates making most of its profits. 
Examples are manifold. Utility companies may sometimes sell some 
kinds of electric equipment at very low prices in order to increase the 
consumption of electricity. Oil lamps were actually given away in China 
by oil companies seeking to sell more kerosene. 

Long and loud have been the complaints of manufacturers of branded 
goods and of small ^ocers against the offering of “loss-leaders" designed 
to attract customers into retail stores; this is simply another case of selling 
some products either below cost or at very low mark-ups as an advertisiing 
device. Frequently it involves deception in giving the impression that in 
general prices in a particular store are lower than elsewhere when in fact 
this is not the case ; on the other hand, many complaints arguing that there 
were such practices are just the shouting of inefficient producers 
legitimate price competition from more efficient low-cost rivals. 

Product diversification os a basis of strength 
in conducting tactics of exclusion 

Efforts to gain and to maintain dominant positions in an industry aiA 
frequently very expensive. So also are some policies aimed at maintain- 
ing a market position for the future even at a temporary loss. Whew 
such temporary sacrifices appear to be worth the cost, a concern produi^ 
ing a diversified line will be in a relatively strong position since.. lAese 
activities in any one product may be carried for a while by profits .<» 
other products. Two examples will serve to clarify this point. 
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One of the techniques by which a concern or group of concerns gain and 
hold dominant positions in the market for a product is the use of extreme 
price-cutting tactics to drive out potential or budding rivals. A large 
national concern producing one product only may carry such price wars 
locally through the profits made elsewhere; but sometimes this is not 
easily done. Product diversification provides an alternative. Price- 
cutting to attain or maintain monopoly position with regard to one 
product may be supported through the incomes on the other products. 

Sometimes when a market is especially depressed a concern continues 
to maintain prices at previous levels despite severe curtailment of output 
which for the time being involves great sacrifice. It maintains these 
prices in order to avoid “spoiling the market” with respect to future 
possibilities by cutting prices now. Such a policy on a particular com- 
modity is much more easily carried out if the firm has other production 
lines to tide it over ; this is especially true if equipment can be shifted in 
part from production of the price-maintained good to other products and 
back again. 

Product diversification and product differentiation 

The more effectively a concern can differentiate its product from others 
in the minds of buyers, the stronger will be its position in obtaining profits. 
When a brand name becomes familiar to the public it carries prestige for 
the various different commodities of the same concern. The advertising 
of one line encourages sales in other lines as well. General Motors’ 
products mutually support each other in this way, so do the products of 
each of the big cosmetics producers, and of well-known clothing stores. 
Tlie advantages of a firm advertising a full line of products is probably 
greatest where consumers’ goods are involved, whether on the retail level 
or in wholesaling and manufacturing. 

Where products of different firms are but slightly differentiated, the 
profits of one concern ar^ continuously checked by competition of rival 
producers of close substitutes. This is specially true in markets for 
finished goods. When a firm extends its control over the production of 
competing products, whether by outright purchase of previously rival 
companies or in some other way, an enterprise or monopolistic group is in 
a much stronger profit position. Consumers are no longer free to choose 
substitute products sold by other firms if they consider the prices charged 
by one firm to be too high or the quality of its products to be inferior. 

On the other hand, under certain circumstances diversification of 
products may increase effective competition. When producers of well- 
known brands have attained control over a market for a particular 
product, say washing machines, it is very difiicult for a new and unknown 
concern to make any headway. But a large concern such as General 
Motors already well known for other products might add washing 
machines and succeed in cracking a previously dominant group in the 
washing-machine industry, insofar as dominance had rested on the use 
of advertising and trade-marks. 
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Entrepreneurial Mobility and Economic Opportunity 

In a dynamic society there are continual changes at one point or another 
that start off a long series of interconnected readjustments. The more 
mobile are the productive resources of the economy the more readily will 
adjustments to change occur. One of the factors in this process of adap- 
tation is the withdrawal of firms from unprofitable activities and the 
establishment of new firms in expanding and profitable sectors of the 
economy. Anything that checks this adjustment of entrepreneurial 
activity hampers the response of the economic system to changing con- 
sumer preferences ; it also interferes with the realization of income oppor- 
tunities potentially available to the. immobile or sluggish entrepreneurs. 
The question of the extent of entrepreneurial mobility and of impediments 
to that mobility is therefore very significant in the evaluation of the 
adjustments that take place in an economic system. 

Do entrepreneurs move freely from one form of enterprise, one industry 
or production area, into another? There is no yes or no answer to this 
question. It depends on the individual entrepreneurs — on the extent of 
their knowledge of alternative opportunities, on their preferences, on 
individual difficulties of readjustment, and on the degrees of conservatism 
or restlessness of these individuals. It also depends on the degree of 
specialized knowledge necessary to function successfully in an entre- 
preneurial capacity in firms in different industries, on how large an invest- 
ment is necessary to start in business, and on the presence or absence of 
artificial restrictions of entry to particular industries or production areas. 
And it depends on the extent to which entrepreneurial functions are 
divided and performed by different people. 

Ignorance of alternatives 

The making of the basic policy decisions in an enterprise is frequently 
a very complex problem. It requires a broad knowledge of the markets 
in which productive services (labor, machines, raw materials, and so on) 
are purchased, of the techniques of production in the industry, and of 
markets for the sale of the product. Moreover, an understanding of 
currently existing conditions is not suflBcient for successful entrepreneur- 
ship. Entrepreneurial decisions are based on anticipations of future reve- 
nues and costs, of future demands of customers and offerings of productive 
services. It may not be difficult to see that firms in a certain industry 
are currently making profits and that this looks like a good possibility at 
the moment; but it may be much more difficult to judge accurately 
whether a new firm by the time it is operating will still be a profitable 
venture. Lack of full knowledge of alternative opportunities is almost 
universal. 

That inadequate information can act as either a check on mobility or a 
factor exaggerating such mobility of entrepreneurs into new lines of 
production is evidenced in many spheres of economic activity. Without 
detailed knowledge of an industry some men may hesitate to leave on* 
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line of activity to move into the less familiar area imless present activities 
are btkiging very unsatisfactory results and the risks of change are small. 
Others may welcome the advraiture of entering into new and untried 
realms of action* And in many cases entrepreneurs move into an industry 
wiuch is in fact quite unprofitable under the illusion that the pastures 
the other side of the fence are greener. 

Entrepreneurial preferences 

Some types of entrepreneurship are rather sharply marked off from 
other spheres in the kinds of activity involved and the way of life 
associated with the business. Preferences for farming may, for example, 
discourage some people from shifting out of farming into manufacturing 
or merchandising; though shifts between different types of farming may 
be undertaken. Preferences for the gambling aspects of “the oil game” 
in Texas may hold naen there despite more profitable alternatives else- 
where, and vice versa. Preferences for living in one place rather than 
another may check some men from shifting into entrepreneurship in 
industries in which business could be carried on successfully only by 
moving to a less preferred location. 

Costs and difficulties of reodjustment 

“Learning the ropes” in a new industry may be a difficult, a time 
consuming, and for a while a costly, undertaking. The complexity of the 
role of entrepreneurship, which may contribute to relative ignorance 
concerning the possibility of profitable alternatives, is also a obeck on 
entrepreneurial mobility from industry to industry. Making the change 
requires too much effort and for a time too much money. To shift from 
farming to manufacturing automobiles or women’s clothing would be 
quite a jerk;. though to shift from farming to running a machine-shop or 
a slai^htering plant might for some individuals be quite feasible. Where 
functions of making management decisions are more sharply separated 
from investment, and are subdivided along special lines — ^purchasing, 
technical production management, selling — it is, however, not so much 
wtrepreneurial immobility that hinders in the setting up of a new firm; 
it is rather the degree of mobility of salaried professional men from one 
industry to another that becomes a matter of importance. While the 
entrepreneur who is simultaneously investor, manager, and broad policy- 
maker may be checked in shifting his line of activity because of the 
difiioulties and costs of learning the new business, this is not so true of 
large investors in corporate enterprises who study market opportunities 
in determining where to invest but who hire specialized managers to 
conduct the business within the broad policy program which they lay out. 

Size of irutial investment 

That the amount of investment necessary to start a business is an 
important factor in determining the degree of mobility or immobility of 
firms (entrepreneurs) into an industry is evidenced in data on the number 
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•)f new enterprises and the mortality rate in different lines of activity. 
Retailing affords an example of an area in which initial investment is 
(mall and profit expectations of new firms are very low; the high mortality 
of firms in retailing can be explained only by recognizing the extent of 
Ignorance of those entering this field coupled with unfavorable alternative 
opportunities for many of these individuals and the very small initial 
outlay necessary to get started. At the other extreme, the necessity for 
large initial investments explains in part the slow growth of new enter- 
prises to compete with the United States Steel Company and the fact that 
for years no competitor arose to challenge the Aluminum Company of 
America, despite the high profits being made in these industries. 

Restrictions on entry 

Cost of initiating new enterprises is only a partial explanation of the 
slow development of competition in steel or oil-refining or like industries , 
or of the failure of any firm to appear beside the Aluminum Company of 
America. Techniques of restricting entry to particular industries or 
production areas have already been indicated briefly in discussions of 
monopoly and oligopoly. They will be considered in detail in later 
chapters. That they are extremely important in many instances is be- 
yond doubt. Such restrictions differ from other checks on entrepreneurial 
mobility in an important respect. They constitute direct interferences by 
“insiders” with the free opportunity of outsiders to engage in whatever 
lines of productive activity they may choose. These restrictions are 
therefore directly in conflict with one of the basic tenets of the philosophy 
of individualism in American ideology, despite the fact that they are 
practiced by men who most loudly acclaim the virtues of that philosophy. 
Moreover, along with most of the other factors that check entrepreneurial 
mobility, they impede the channeling of productive resources into those 
uses that would reflect most effectively consumer preferences. 

Labor Mobility and Economic Opportunity 

Probably more important than checks on entrepreneurial mobility are 
the limitations on the mobility of labor from firm to firm, occupation te 
occupation, place to place. And associated with this labor immobility 
are some serious interferences with equality of opportunity of different 
individuals to qualify themselves for lucrative employments and to find 
such employments. Most of the factors that impede labor mobility and 
that block opportunities for employment in line with potential contri- 
butions may be classified under one of the following headings: (1) igno- 
rance, (2) preferences, (3) differences in ability, (4) costs of shifting 
employments, (6) discrimination against particular groups of people, and 
(6) exclusive tactics of organized groups of laborers. Each of these 
groups of factors will be examined briefly, and a general evaluation of the 
allocation of labor services and the economic opportunity open to indi- 
viduals in the sale of labor services will then be undertaken. 
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Ignorance 

While the quantitative importance of ignorance as a factor impeding 
entrepreneurial mobility may be open to question there is no doubt that 
it is extremely significant in many labor markets. The ignorance of 
alternative opportunities in firms of the same kind in the same locality 
causes some lags in adjustments, but this type of ignorance is probably 
relatively insignificant. More serious is the lack of information concern- 
ing opportunities in alternative occupations, and in other places. For 
example, there have long been opportunities for women in a number of 
kinds of work using home economics training, with only a slow awakening 
among women to the existence of some of these possibilities. Similarly 
there are lags in discovering new job opportunities for men arising out of 
the development of new technological innovations. And such ignorance 
concerning other occupations is by no means confined to lack of knowledge 
of opportunities in newly developing fields. Moreover, ignorance of 
opportunity in other places is equally important, especially the ignorance 
of some rural people concerning opportunities in urban industry and the 
ignorance of eastern urbanites concerning opportunities in the interior of 
the country. Increasingly smooth oi)eration of vocational bureaus and 
employment exchanges is removing some of this ignorance of job oppor- 
tunities, but the gap in knowledge is still great. 

Preferences 

Preferences may again be occupational or geographic, and they may 
also involve preferences (or pressures) for a larger income now at the 
sacrifice of future income. 

The effects of preferences for one job over another may be conveniently 
divided into two categories: (1) those preferences that vary between 
individuals because of special likings for particular types of work, and 
(2) those preferences that are common to most workers or large groups. 
Preferences of both types diminish the mobility of workers from preferred 
occupations, increase their mobility to these positions; but they operate 
in different ways. Where preferences are individualized, there will usu- 
ally be enough workers who are indifferent to the particular factors 
involved so that over a long period the preferences will not be a cause of 
persisting differences in wages (no other impediments to entering the 
occupations involved being assumed). Where preferences are shared by 
large groups of workers (as the general preference for white collar over 
manual jobs), however, differences in wages between occupations of 
comparable sldll may persist. 

One of the most important factors checking geographic mobility is 
doubtless the preferences of individuals for the localities to which they 
are accustomed. Here ate their friends, here is the kind of life that has 
become a basic part of their satisfactions, here are the landscapes that 
have become dear to them. Great differences in possible planes of living 
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may be insufficient to draw them away from these things, which have 
become so important to them. 

Time preference in the labor market is frequently a very important 
consideration. The desire to have a larger income now frequently leads 
workers to choose those jobs bringing the greatest immediate returns, even 
though they may be “dead-end” jobs that yield much smaller average 
incomes over a life time. In some cases immediate pressures may seem 
so severe that long-ram considerations are out of the question, in other 
cases it is simply a matter of foreshortened vision. This short-run 
approach to job opportunities finds its most extreme expression in some 
cases of child labor that cut off the years of education, and in the choice 
of occupations requiring a high degree of manual speed and dexterity. 
It is partly because of these time preferences among workers that some 
firms are able to drain their workers by pressures that markedly shorten 
the lengths of their working lives. 

Differences in abilities 

There are obviously differences in ability between different individuals. 
If there were complete equality of opportunity for all to obtain training 
for any kind of work preferred, there would still be differences in abilities 
between people that would persist. These differences would in fact reflect 
both “natural” differences in “intellectual” capacity and manual dex- 
terity, and differences in determination and ambition. Some people may 
be generally more capable than others. Some may have special talents 
of one kind, others of another. Such differences are among the “givens” 
in the potential human resources of a country-, they are one of the 
reasons why specialization of occupations is economically advantageous; 
and they are also one of the reasons for persisting differences in wages 
between different occupational groups. They obviously limit the degree 
of mobility possible in the shifting of workers from one occupation to 
another. 

Costs of shifting employrhents 

The costs of shifting from one occupation to another or from one place 
to another are sometimes prohibitive, and frequently seriously interfere 
with labor mobility. 

Costs of training for some occupations are much greater than for others. 
Such costs would not usually be incurred unless higher wages were 
anticipated as a result, although occupational preferences may lead some 
individuals to incur expensive training despite poor prospects of recoup- 
ing these additional expenditures through later differential incomes. 
Actually such costs discourage entry into certain occupations where 
rewards would more than compensate, because many people are unable 
to meet them in advance. ' It is very difficult, for example, for an indi- 
vidual with no economic backing to finance himself through the period 
of training required to become a physician. 

That it costs money to move and that there are risks in moving unless a 
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job in the new community ia definitely assured are too obvious to require 
much comment. Costs of moving include not only the sums paid for 
freight and passenger transportation. There are also, for example, sacri- 
fices involved in selling a house and buying another one, and in many 
other necessary re-adjustments. Where a definite job is not already 
arranged, costs to the individual may include a waiting period while 
job-himting in the new locality. 

Discrimination against particular groups of people 

One of the most inconsistent aspects of social structure in the United 
States is the existence side by side of a democratic philosophy and extreme 
discrimination against particular minority groups. It is a well-known 
fact that the occupational opportunities open to Negroes in all parts of the 
United States are very much restricted by social customs and the attitudes 
of the people, even though they supposedly stand on equal terms in the 
law. Some other racial minority groups are also underprivileged in this 
respect. These differentials work against the Mexicans of the Southwest, 
for example; and the relative lack of opportunities available to the Ameri- 
can Indians has shocked many a reformer. There is probably no type of 
stratification of opportunity more rigid than that that follows race lines. 
It would be folly to attempt to predict trends with regard to persecution of 
racial minorities in the social unrest of contemporary life; but some rough 
indication of the current disadvantages of Negroes is indicated in Figure 
35 — 5 of Chapter 35 to follow. Such restrictions limit the offerings of 
certain labor services by excluding a potential part of the supply. 

Somewhat analogous to the discrimination against particular groups in 
occupational opportunities are restrictions on the migration of certain 
groups. Restrictions on immigration into a country are an obvious 
example. Less obvious, but of considerable importance is the pressure 
on low income families to remain where they have a legal residence and are 
therefore reaonably sure of being able to obtain government aid. 

Exclusive tactics of organized labor groups 

The role of trade-unions in the labor markets of the United States will 
be the subject of some later chapters. A discussion of restrictions on 
mobility of labor would, however, be incomplete if the exclusive practices 
of organized labor groups were ignored. Largely through big initiation 
fees and exaggerated apprenticeship rules, coupled with agreements with 
employers that only union workers will be hired, some trade-unions 
effectively limit the number of men entering a trade. These limitations 
may extend over the entire country, or they may be primarily local; but 
wherever they exist they clearly interfere with freedom of economic 
opporttmity to the “outsiders.” Thus far it is in only a few occupations 
that such trade-union controls have become highly significant; for the 
most part trade-unions are not effective devices for excluding workers from 
employment in the occupations itt which workers have been organized. 



INDIVIDUALISM AND THE ECONOMY 343 

Labor mobility, resource allocation, and economic opportunity 

Insofar as labor immobility is due to “innate” differences in abilities, 
it is inevitable and therefore necessarily accepted as part of the framework 
within which an economy operates. But all other types of limitation on 
labor mobility act as interferences with the allocation of labor resources 
in accordance with consumer preferences. Immobility resulting from the 
preferences of the workers themselves has been mentioned before as 
interfering with the realization of consumer preferences in resource use; 
but since freedom to choose the job of one’s preference is commonly 
regarded as an important aspect of a “desirable” economic order, it may 
be largely dismissed from present discussion with this passing comment. 

There remain ignorance, costs of shifting employments (and of acquir- 
ing training in some employments even initially) , discrimination against 
minority groups, and direct exclusions from certain occupations and cer- 
tain places. All of these factors lead to malallocation of labor resources, 
and in two ways. They may sometimes place a firm in a monopsony 
position, or provide the basis for oligopsony control of labor markets with 
resulting restrictions on the employment of workers in these sectors of the 
economy, coupled with the depressing of wages. And they directly slow up 
and sometimes block completely the shifting of labor resources from less 
to more productive employments. This failure to make the most effective 
use of potential labor resources is a blot on the scutcheon of a supposedly 
democratic country, not only because of the sacrifice in national planes of 
living, blit also because of the extent to which privileged groups maintain 
for themseves high incomes at the expense of other people whose oppor- 
tunities are limited by circumstance and by directly exclusive policies. 

Some industries are “parasites” on labor. Workers in these industries 
actually deteriorate both physically and mentally because of the low 
wages, and the bad working conditions (including danger of accident) to 
which, through the pressure of necessity and through ignorance and 
short-sightedness, they are subjected. The slave owner must count the 
maintenance of his slaves in health and efficiency as a part of his pro- 
duction costs; but not so the employers of ‘‘free” men. The deterioration 
of workers is both a calamity for the individuals involved and a loss to 
the society as a whole. These are social costs that are not fully included 
in the costs incurred by the enterprises in the industry.® 

The many possibilities of public policy that might be directed to the 
curing or modifying of some of these faults in the functioning of the 
system cannot be considered here. But four obvious policies may at least 
be mentioned: (1) the extending of educational opportunities in training 
to whomever may be interested and capable of learning, for whatever 
occupations they may.prefer, regardless of the economic backing that they 
may have in their family situations, (2) the development of employment 


2 That such discrepancies between private and social costs lead to malallocation 
of resources was pointed out in Chapter 20. Such parasiting in_ labor markets i 
an especially serious form of discrepancy between private and social Costs. 
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exchanges and more detailed informational services concerning job oppor< 
tunities, (3) a policy that would “crack down” on exclusive tactics of both 
labor groups and employers, and (4) legislation protecting laborers in 
conditions of work. 


Conclusion 

The philosophy of individualism and the "atomistic" view of society 

In its most extreme form the philosophy of individualism is based on 
an “atomistic” view of society, on the assumption that the preferences 
of individuals are arrived at independently and separately from the 
attitudes and actions of other people, and that individuals separately 
adjust to environmental conditions on the basis of these independently 
determined preferences. Consumers’ preferences thus individualized ap- 
pear as data to which other individuals independently adjust in line with 
their separately existing ideas and purposes; and economic adjustments 
are conceived as the directing of resources ip response to independently 
determined individual consumer preferences expressed in market pur- 
chases. Entrepreneurs similarly make their individual adjustments to the 
environment around them separately, and without significantly changing 
that environment through their individual actions. Each individual, 
whether as consumer, entrepreneur, owner of productive agents, is an 
“atom” in the total of the economy. It is the interaction of many atoms 
that is assumed to be the basis of economic adjustments; each separate 
atom plays an infinitesimal role in the whole. This philosophy is there- 
fore fully revelant to the evaluating of the American economy only to the 
extent that the economy is or may be made to be atomistic. 

If consumer preferences are arrived at through individdal decisions, 
independently of group pressures and cultural influences and independ- 
ently of producer influences on consumers’ underlying choices, then it 
makes sense to apply rigorously the individualistic criterion to the 
functioning of the economy — ^to inquire to what extent producers respond 
to these independently determined consumer preferences. Insofar as 
consumers’ preferences are a result of group behavior in general or of 
producer behavior in particular, the individualist criterion is inapplicable. 
And insofar as the changing of consumer preferences is regarded as 
desirable, the goal of individualism is of course partially denied. 

Similarly, insofar as the economy approximates the model of pure com- 
petition, and entrepreneurs and owners of productive agents are buying 
and selling in markets in which the individual alone plays an infinitesimal 
role, the productive system may fit the basic assumptions of an individual- 
istic conception of society. When production of a good becomes centered 
in a single firm or a group of firms, controls cease to be the automatic 
results of atomistic adjustments. Monopoly, monopsony, oligopoly, 
oligopsony — ^these are nonindividualistic. In their very nature they are 
contrary to the tenets of individualism in its complete form. Moreover, 
even an otherwise purely competitive industry, such as wheat farming, 
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ceases to fit the extreme model of individualism when the individuals 
involved combine for group political and economic action that supersedes 
the atomistic determination of economic adjustments. And the organi- 
zation of laborers in trade-unions is again a substitution of what might be 
termed “groupism” for “individualism” in labor markets. The increasing 
importance of group action in the many sectors of modem economic life 
is not to be regarded as some mysterious aberration ; it is rather the logical 
result of increasingly informed action on the part of individuals who in 
seeing their common group interests forego something of individual 
independence in order to profit from coordinated action. Criteria of 
atomistic individualism are still applicable insofar as production is 
characterized by atomistic adjustments, and insofar as it is practicable to 
break down group controls and revive atomistic competition. But where 
individual action will almost inevitably evolve into group action, to 
adhere blindly to the more extreme tenets of the individualist philosophy 
is simply to perform the act of the ostrich that puts its head in the 
sand. Such developments call for a reconsideration of the values of 
individualism, and of the possibilities of preserving some of these values, 
while taking into account the inevitability and the signficance of power 
concentrations with a view to controlling their expression in the interests 
of a re-formulated conception of the “general welfare.” 

The strength and ruthlessness of "rugged“individualism 

As individualism found expression in the nineteenth-century American 
economy, it was a philosophy for the strong man, rewarding strength. 
It was ruthless in its destruction of the weak. Equality was interpreted 
as equal opportunity to join the struggle. Until recently a policy of 
minimizing the intervention of government in most economic activity was 
viewed as the way to attain the maximum of individual liberty in 
economic affairs. Men were assumed to have equal economic oppor- 
tunity so long as government played the negative role of doing 
nothing directly to interfere with opportunity, although there were 
some exceptions to this position. Americans were to be “go-getters” and 
it was the “self-made” man who represented the ideal. The expression 
of this assumed equality as between individuals became in many cases a 
hard-hitting competitive struggle. Darwin had argued that in nature tho 
fittest would survive; and so it was assumed that a free private enterprise 
system, left to the play of “natural” forces, would weed out the ineflScient 
and lazy, reward the energetic and able. “Let the best man win”; how 
frequently has this significant phrase crossed the lips of Americans sharing 
the philosophy of rugged individualism! 

The individual was supposed to be able to take care of himself not onlj^ 
as a producer and income receiver, but as a consumer as well. Associated 
with the “survival of the fittest” and “let the best man win” was the 
parallel maxim — ^“caveat emptor,” or “let the buyer beware.” The con- 
sumer was supposed to be sufficiently alert to protect himself against those 
who might cheat him. 
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But e<)aality of op^ortemity in the theory of rugged individualism is not 
tite same as equality of opportunity in fact; and the nntost expert of 
eoBsumers is inadequate to im}tect himself in the ccnnplexities of the 
modern market% The rugged individually of a pioneer country is giving 
way t® changing concepts of what is meant by true equality of oppor- 
tunity in ectmomie affairs. It is not only the inaccuracy of an atomistic 
interpretation of the functioning of a society that is bringing about new 
•valuations of what is involved in “general economic welfare.” It is also 
tfee helplessness of individuals caught in the web of an intricate ^change 
system such as was unknown a century ago that gives rise to changing 
ideas among “individualists” as to what expression may be given to 
individual freedom and to what they regard as fundamental values of 
tt»c iawfividual in a modern democracy. 

The contrasting extreme in a philosophy of totalitarianism 

At the opposite pole from nineteenth-century individualism is the 
philosophy of totalitarianism; and in its extreme form it is equally 
impractical of application. A totalitarian philosophy idolizes the state; 
individuals are simply cogs in the machine that is to be operated in the 
interests of the state. A completely totalitarian economy would be one 
in which a dictator who speaks for “the state” would tell individuals what 
they should do as producers, what their incoines should be, and exactly 
what they should consume. There would be no room left for the ex- 
pression of individual differences in tastes and preferences. Individuals 
would simply play the passive roles of robots following mechanically the 
orders of “the supreme one” whose voice was the voice of the state. 

Even in the most complete centralization of control in the Russian 
eommunist state and in the German war economy this degree of totalitari- 
anism has been unattained and unattainable. Incentives are necessary 
to persuade individuals to perform the functions assigned to them, as was 
the sad lesson learned by Russia when she attempted to clamp down too 
kard on the peasant farmers. Even with the strong control of a German 
Gestapo there will be evasions of tightly drawn rules that limit individual 
freedom to an extreme degree; the Germans have recognized this fact in 
ttie intricate system of checking on behavior of individuals and in the 
extra food rations allowed to some groups. Although the German war 
economy may approach the extreme of totalitarian control, it is not 
and cannot become completely totalitarian; just as even in its most 
individualistic days the American economy had many nonindividualistic 
elements. 

Evolving concepts of individuclism in American Democracy 

The “humanitarianism” of modem America has turned a searchlight on 
some of the problems of “underprivileged” people, thus recognizing the 
Inet ci inequality of eoonomie opportunity. There is increasing recogni- 
Men of the limitations of atomistic interpretations of economic life, of 
the important role played by power and pressure groups in the economy, 
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and of the intricacy of the system and the gre^t insecurity faced by many 
groups and individuals. These changes in analysis of the functioning of 
the system are leading to changes in the formulation of social goals and 
of policies directed toward attaining these goals. Government is viewed 
as playing a far more positive role today than formerly. Democracy as 
expressed in current American ideologies appears to be taking on a more 
collective character, though in denying the atomistic individualism of the 
rugged era it is nevertheless retaining emphasis on the importance of the 
rights of individuals. This new phase of social ideology is expressed 
in President Roosevelt’s statement of “the four freedoms”: freedom of 
speech; freedom of worship; freedom from want; freedom from fear. 
While these words have not the dramatic gi'eatness of Jefferson’s historic 
statement of rights in the Declaration of Independence, or of Lincoln’s 
speech at Gettysburg, they nevertheless represent the developing inter- 
pretation of the meaning of the rights of man as seen in the setting of 
modern American economic and social organization. It is significant 
for the formulation of public policy in the economic sphere that emphasis 
is placed on freedom from want and freedom from fear. American 
ideology and the American economy itself appear to be moving along 
a path toward a middle ground. Neither the extreme of individualism 
nor the extreme of totalitarianism is or ever has been practically attain- 
able; but a particular economy may be nearer to one extreme than to 
the other. The direction of movement in recent decades in America is 
clearly further away from the extreme of atomistic individualism and 
in the direction of increased central planning of the economic life of the 
country. 




Part V 

MARKET CONTROL AND PUBLIC POLICY 
IN AMERICAN ENTERPRISE 

PREAMBLE 

If EVEpoNE but Peterson and his gang would produce a lot and compete 
with rivals to get customers by lowering costs and price and improving 
quality, then Peterson could get rich by getting a corner on a particular 
industry and producing very little and charging a high price for it. But 
if everyone could and did act like Peterson, then no one would get rich, 
not even Peterson himself.. 

There are a lot of people who would like to act like Peterson and 
some of them succeed. Some cannot do it by themselves and they feel 
left out when they look at people like Peterson. They then get the 
government to help them out so that they too can get more income by 
producing less. ^ 

But sometimes the government objects to Peterson and his friends. 
It says “No, you can’t do that, it is against the public interest.” It may 
be that the government will not let people like Peterson and his gang 
fix prices and buy stocks in other companies and divide the market among 
the members of the gang; it tells them that they have to compete with 
each other and let other people in on things. Or it may be that the 
government lets Peterson run a business where no one else competes, 
as a local water plant, but it tells him what prices he may charge, and 
a lot of other things that he must do. 

People disagree about just what forms government policy toward 
business practices should take; but anyone who does not get too tangled 
in the intricate web of rationalization and hair-splitting argumentation 
can understand these simple truths: (1) that there will be much to con- 
sume if everyone produces much and little to consume if everyone produces 
little, and (2) that wo shall not progress very fast if improvements are 
trampled out whenever they threaten to displace old and intrenched 
ineflBciencies. 

How can we get abundant production from our abundant resources? 
Progress from the work of our progressive inventors and organizers? 
Here is the nub of the problems we are about to tackle. 
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CHAPTER 26 

Foundations of Power 


The story of American "big business” over the last century is a dramatic 
one. It is a story of the growth of great business empires, of ruthless 
cut-throat tactics, and of "gentlemen’s a^eements,” of a shifting pattern 
of organizational arrangements and business policies to meet changing 
legal and market conditions, and of a repeated use of political pressures 
by large business groups. The foundations of the power of these domi- 
nant business groups are of many kinds; usually many different bases 
of control are combined in any single power group. A full survey of 
these practices and techniques would be quite impossible; but we may 
examine some of the most important. This will be done under six main 
headings; (1) Close-knit federations of corporate enterprises, (2) private 
loose-knit federations, (3) publicly fostered cartelization, (4) controlling 
and creating bottlenecks, (5) discriminatory price cutting, (6) manipula- 
tion of laws concerning standards. There are many overlappings among 
these classifications, as will become evident in subsequent discussions; but 
they serve as a starting point. 

Close-Knit Federations 

The most important types of close-knit federations are the "trusts,” 
"holding companies,” and business consolidations. They are all essen- 
tially superstructures built on the corporate form of enterprise. There 
have been two major epochs in the histdry of such developments, one in 
the tremendous days of the end of the nineteenth century, the otlier in 
the boom of the 1920’s. 

The corporation in the organizotional f romework 

The great advantage of the corporate form of enterprise is that it 
facilitates the establishment of large firms in industries in which large 
enterprise is much more efficient than small; but by the same token the 
corporate form makes possible the raising of huge sums to build up 
oligopoly and monopoly positions, to drive or buy out competitors, and 
to enforce barriers against potential newcomers to the field. Today the 
gigantic corporation, spreading over the entire country and {moducing 
ft variety of related products is a commonplace; seventy-five yeare ago ft 
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billion dollar corporation was a wild dream. Mere bigness does not 
connote oligopoly or monopoly power, but it is obviously associated with 
such power. It has been the unrestricted use of corporation financing 
that has permitted the existence of such huge monopolistic giants as the 
Whisky, Sugar, Oil, Aluminum, and Steel trusts, to name only a few 
of the outstanding huge dominant business units of the last half century. 

The trusts 

The trust device, well known and long used for other purposes, involves 
the holding of property by a trustee who has power to administer it and 
receive the income from it, both property and income to be used by the 
trustee as directed in the trust agreement. This scheme has often been 
used by persons wishing to have funds held safely for the benefit of 
their children, and for other similar purposes. The business trust was 
ordinarily a corporate organization formed to control a number of cor- 
porations by making itself trustee of the stock of the component corporate 
parts of the trust. The original owners of the stock turned their securities 
over to the trustee corporation, and received “trust certificates” on which 
dividends were paid. They remained technically owners of the stock 
but power to vote was transferred to the trustee organization. 

A simple example of a business trust may be illustrated as follows: 
Companies A, B, and C, might be railroads competing with one another; 
some promoter or group of promoters sets up a trust, to which the con- 
trolling stockholders in railroads A, B, and C turn over their shares, 
receiving in return “trust certificates” showing that the trust company 
holds stock owned by them. Control of the three competing roads would 
then be centralized in the hands of the trust, which of course would 
operate them so as to maximize profits and minimize competition among 
the three. The earnings of the roads would then be returned to the 
original stockholders in the form of dividends on the trust certificates. 
It would be expected that the arrangement would be advantageous both 
to the promoters, who generally managed to obtain fat fees for their part 
in setting up the trusts and often retained part control in them, and to 
the stockholders in the original operating companies, who benefited by 
the elimination of competition among their companies. Sometimes the 
trust itself did nothing but hold control of the operating companies, con- 
sisting merely of an ofiicial ofiBce; at other times a large operating com- 
pany would also act as trustee for the stock to control other operating 
companies. Of course it was not necessary for the trust to own all the 
stock of the controlled companies. Usually control could be obtained 
with considerably less than half the voting stock. 

The decade of the 1880’s saw the rapid growth of the trust form of 
organization. First and most famous of the large-scale business tnists 
was the Standard Oil Company, under the guidance of John D. Rocke- 
feller. Some of the outstanding trusts, following the establishment of 
Standard Oil, were the Cottonseed Oil, the Whisky, the Linseed Oil, the 
Cordage, the National Lead, and the Sugar Trusts. In many oases the 
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trusts of this decade developed out of the less formal pooling arrange* 
ments of the preceding one. Likewise, in many cases, trusts also at- 
tempted to broaden their control through consolidations with competing 
companies that were not members of the trust. But the predominance 
of the trust form led to the establishment of lay usage of the term “trust” 
as almost synonymous with huge business organizations possessing a high 
degree of monopoly power. Thus when the Sherman Act was passed 
in 1890 to curb the great monopolies in restraint of trade it was generally 
called the Sherman Antitrust Act; and ever since “trust” has been com- 
monly used as more or less synonymous with large-scale monopoly, what- 
ever the technical form. We shall, however, confine the term to the 
“trust” form as such. 

In the vast majority of cases, the great trusts represented highly cen- 
tralized control by small numbers of “insiders,” who apparently were 
primarily interested in obtaining maximum returns for themselves, at the 
cost of other security-holders as well as consumers. One of the most 
common abuses was the issuing of “watered stock.” In almost all cases 
the securities issued to set up the controlling trusts were of a much higher 
face value than was justified by the assets of the trust. By selling such 
“watered” securities, promoters were able not only to obtain .large 
amounts of funds to buy up control of competing companies but also 
to retain huge sums for themselves as commissions and salaries. In some 
cases, such as the Sugar and Cordage Trusts, this overissue of securities 
went to almost unbelievable extremes, and the promoters were the only 
ones to make any gains from the arrangements, while securities pur- 
chased by “outsiders” were virtually worthless. After 1890, control over 
the larger trusts became increasingly centralized in the hands of a rela- 
tively small group of financiers, who, through their control of the financial 
arrangements of the companies, retained and exercised almost complete 
control over their operations. 

The holding companies 

The Sherman Antitrust Act of 1890, adverse decisions under common 
law in some of the state courts, and court interpretations and popular 
antagonism to the “big business trust” led to a shift away from the 
trust form in the decades of the ’nineties and the early twentieth century. 
During this period the holding company became an important tool for 
concentrating control in business enterprise. 

The holding company is similar to the trust, with one primary differ- 
ence. The trust simply holds the shares of the controlled companies as 
trustees; it does not own them outright. The holding company buys up 
securities to get power over the companies that it wants to control. As 
the name indicates, the holding company typically owns and holds 
securities of other corporations; it frequently owns no land, machinery, 
or other such operating property itselL 

To illustrate how a holding company may be utilized to obtain a high 
degree of control over vast amounts of capital with a minimum of invest- 
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meni, l«t us t&ke a hypothetical examj[)^le, such as is presented in Figure 
26 — 1. Suppose there are twelve railroads, named A through L, each 
capitalized eM $100,000,000, o£ which half is bonds, one fourth nonvoting 
preferred stock, and one fourth common stock. Suppose a group wishes 
to obtain control of these railroads, but does not wish or is unable to put 



Fig. 26 — 1. Hypothetical holding company structure. 


Total Investment of $1,200,000,000 controlled by an investment of 
$2,500,000 in the Second Degree Holding Company, P. 


Each Operating Company has: 

Total capitalization of $100,000,000 


Bonds 60,000,000 

Preferred stock 25,000,000 

Common stock (voting) 25,000,000 

Each First Degree Holding Company has: 

Total capitalization of $ 60,000,000 


Bonds 25,000,000 

Preferred stock 12,500,000 

Common stock (voting) 12,500,000 

The Second Degree Holding Company has: 

Total capitalization of — $ 20,000,000 


Bonds 10,000,000 

Preferred stock 5,000,000 

Common stock (voting) 5,000,000 


in enough money to buy control of each. The total investment required 
to obtain control of railroad A is just over $12,500,000; since this is 
half the voting stock. A similar amount would be required for each of 
the other railroads, if it is assumed that there is no inertia among the 
other stockholders, so that half the common is actually needed to control. 

In this situation, the group forms holding company X to buy up control 
of railroads A, B, C, and D. The total capital required is $60,000,000, 
tince $12,500,000 is needed to get control of each of the four roads. To 
raise this fund they sell, let us say, $25,000,000 of bonds, $12,500,000 
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of pireferredi and $12,500,000 of common in holding company X. Since 
only half the common stock outstanding is required to control company 
X, our group need buy only $6,250,000 of the common themselves to 
hold control, obtaining the rest of the fvmds from the public. Then they 
do the same with holding company Y to buy up control of railroads E, F, 
G, and H, and holding company Z to buy up control of railroads I, J, K, 
and L. TTiey now have control of all twelve railroads with a capital of 
$1,200,000,000 through having invested $19,000,000, the amount neces- 
sary to control holding companies X, Y, and Z, which in turn control 
the twelve operating railroads. Since X, Y, and Z hold the stock oyf 
operating companies directly, they would be described as “first degree” 
holding companies. 

But our group can go still further. To control the three holding com- 
panies $10,000,000 is necessary. Therefore they form a “second degree” 
holding company P, capitalized at $20,000,000, to raise these fiinds. In 
forming company P they issue, let us say, $10,000,000 of bonds, $5,000,- 
000 of preferred, and $5,000,000 of common. Since only half the common 
is needed to control, only $2,500,000 need be invested by the promoters to 
retain control of P, with the remainder of the securities sold to the public. 
With this $2,500,000 investment, our group has control of holding com- 
pany P, which does nothing but hold controlling stocks in holding com- 
panies X, Y, and Z, which in turn hold stocks controlling the twelve 
operating railroads. The investment of $2,500,000 is sufficient to estab- 
lish control over the entire $1,200,000,000 set of operating railroads. If 
we recognize that many stockholders fail to vote their holdings, less than 
half the Voting stock is required to maintain control in the various cor- 
porations; and the promoters would be able to accomplish the same result 
with an even smaller investment. And it would be possible to pyramid 
further with a holding company controlling company P, and So on. 

This hypothetical example doubtless seems fantastic. As a matter of 
fact it is far from that. Numeroue holding company pyramids have been 
built up over the course of the past two or three decades where the pro- 
portion of investment to total capital controlled is substantially smaller. 
For example, a recent court trial showed that one Howard Hopson, a 
shrewd promoter, had managed to hold control of the billion dollar Asso- 
ciated Gas and Electric holding company system with approximately 
$100,000 of voting stock. Especially in the public utilities field, holding 
companies have attained an almc^ unbelievable complexity. Figure 
26 — 2 shows the actual holding company structure of the great Insull 
financial empire shortly before It collapsed under the pressure of the 
depression of the early 'thirties. Although only a few other holding- 
company pyramids have approached or surpassed the complexity of the 
Insull controls, this chart indicates the possibilities of such financial 
arrangements, and similar though less extensive systems are still common 
among the public utilities today, subject to increased regulation by the 
Securities and Exchange Commission. 

Among the familiar names of corporations established during the period 



Fig. 26 — 2 , Insull group — corporate relations (approximotely January 1, 1932) 
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^noQi 1890 to 1904 &s holding companiee are the American Tobacco Com*' 
jknyf United States Rubber Company, United States Leather Company, 
tiia International Pulp Company, American Can Company, and United 
States Steel Company. The period from 1904 until this country's 
eninrance into the war in 1917 saw a marked slowing down in the 
formation of holding companies, along with other close-knit federations. 
A few huge corporations were established, for example General Motors 
and the Aluminum Corporation of America, but the stringent “trust- 
busting” campaign instituted by President Theodore Roosevelt, and the 
weakening of the market for new securities following 1903, together with 
the general low ebb of economic activity during much of that period, 
provided relatiyely unfertile ground on which to build more large business 
concemtrations. 

Business consolidations 

In some cases the control of an industry in the hands of a few firms 
was m part accomplished through outright merging of the concerns, the 
previously separate firms retaining no separate identity. In some cases 
a growing firm absorbed smaller competitors; in other cases two or more 
firms were merged as one. The greater the potential importance of the 
economies of large-scale production and of increased controls in the 
marketing of products, the greater the incentives to the formation of 
huge combinations. In the last century most of the important large 
business control-units involved trusts or holding companies ; more recently 
many companies have resorted to both vertical and horizontal combina- 
tions without these older forms. 

A consolidation of business units is said to be vertical when it involves 
the control over two different stages in the production of one good. For 
example, United States Steel has bought up control of iron and coal 
mines supplying the needs of its steel mills. A ccnsolidation of business 
units is said to be horizontal when the businesses carry on production of 
the same product or the same stage in the production of some product. 
For example, when the American Tobacco Company bought up the 
plants of competing cigaret manufacturers the combination was a hori- 
zontal one. The same terms apply when a company expands by setting 
up new plants rather than by taMng over old ones. Modern industry 
shows a high degree of integration, both horizontally and vertically, but 
especially the latter. Outstanding among vertical combinations are the 
great steel companies, which own the mines that produce their iron ore 
and coal, the quarries for their limestone, the railroads and Great Lakes 
steamers that transport these ingredients to the mills, and the facilities 
for the entire process of steel making, from ingredients to finished steel 
parts for in other industries. Perhaps the purest examples of hori- 
zontal inte^ation have been ip the field of investment banking, where 
’}ar^ numbers of firms have gradually combined to make a few financial 
ihah 4er decades donfipated the floating of new corporate 

issues! 
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The late ’twenties of this century fiaw a boom in the development of 
busiaess consolidations comparable to the 'Srild” era of trusts at the 
of the last century. Like the earlier/ orgy it was largely the wwi; of 
speculative promoters who saw profits few themselves in their manipula- 
tions. 

Loose-Knit Federations Privately Organized 

Loose-knit federations are arrangements for cooperation between sepa- 
rate firms seeking to follow a common policy and to avoid active 
interfirm competition. They differ from close-knit federations in that 
each firm remains oflScially under separate ownership and control. The 
framework of collaborative action has taken many different forms; but 
loose-knit federations of business firms aiming at monopolistic controls 
over the markets are probably as old as the exchange economy, which is 
very old indeed. 

Informal agreements 

The great expansion of the domestic market following the Civil War, 
coupled with rapid technological advances conducive to low-cost, large- 
scale production, laid the basis for the ensuing growth of large enterprises 
and concentration of control of an industry in a few firms. The general 
downward trend of the price level through this period, following the 
inflated prices of the war, put a strong pressure on businessmen to find 
ways of maintaining profits and of resisting the downward pressure on 
prices. The first result of these conditions was very strenuous price 
competition in many industries. Out of such bitter competition came 
informal price agreements, and the more formal “pools” to be discussed 
in the next section. The informal price agreements were in some cases 
secret, in others open; they were sometimes “gentlemen’s agreements,” 
which were oral only ; in other instances the agreements were set down in 
written form, occasionally with some provision for enforcement by penal- 
ties within the group or with threats of competitive retaliation for non- 
conformance. Since these were for the most part regarded as agreements 
“in restraint of trade” they were not enforceable at law. They lasted 
only as long as the participants found it profitable to comply, and no 
longer. The following are examples of industries in which simple price 
agreements were important during the period immediately after the 
Civil War: anthracite producers, bridge builders, gunpowder manufac- 
turers, meat packers, railroad companies, tile manufacturers, and, in 
local markets, druggists, coal, ice, lumber, and tile dealers, and truck 
farmers.^ 

The development of informal agreements in the twentieth century has 
involved much more subtle and complex procedures. There has been a 
development of “conventional practices” in both pricing and market 
sharing. Some brief examples will illustrate this situation. 

Haney, Lewis H., Business Organisation and Comhinalion, The MacmiOaa Co., 
Hew York, 1913, Chapter 10. 
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Conventional sharing of the market for packing-house products was 
established as early as the turn of the century, and has continued to the 
present. Five, and more recently, four, large packing companies have 
continuously dominated the market in the buying of livestock, and al- 
though there have been some shifts among them the shares received by 
each have remained amazingly stable. By agreements as to what pro- 
portion of the total purchases of livestock should be made by each com- 
pany, they automatically provided a technique for sharing the market 
Hi selling the processed meats as well. Price competition among the 
“Big Five” has generally been confined to relatively nonaggressive 
practices. 

The same sort of conventional sharing on a live-and-let-live basis has 
been and still is fairly common among the major oil companies. Testi- 
mony before the Temporary National Economic Committee in 1939 
revealed that established conventional shares existed in many areas, even 
though the shares had never been agreed upon and although no company 
felt any responsibility for maintaining any share except its own. Typical 
were the statements of oil men that they were interested in seeing that 
there was no “poaching” on their preserves, but that disastrous price 
wars were strongly to be avoided. 

Especially strong today is conventional market sharing in the con- 
struction industry, as the evidence before the Temporary National Eco- 
nomic Committee reveals. Among the big builders of industrial plant 
and government buildings this is accomplished in many areas through 
collusive bidding on contracts. By agreeing before each bidding who is 
to get the contract, the successful bidder can place his bid at a highly 
profitable level without fear that competitors will underbid him, since by 
prearrangement they will bid even higher. On the following contract 
another contractor will have his turn, and so on. As with all other price- 
raising, market-sharing schemes, collusive bidding can work successfully 
only so long as all participants can agree on an acceptable means of 
market sharing. As long as the number of contracts received by each 
provides reasonably profitable operation, the arrangement is likely to 
continue in spite of probable overinvestment in the industry. But once 
the shares fall drastically because of diminished demand or entrance of 
new firms, open price competition is likely to replace conventional market 
sharing. 

Informal price agreements, based primarily on tacit convention, have 
been increasingly associated in recent years with competing for customers 
through aggressive advertising. One of the most extreme examples is the 
cigaret industry. Studies of the industry reveal that relative shares of 
the different major companies in the total sales of cigarets have fiuctuated 
quite consistently in response to shifting relative expenditures on adver- 
tising.* It is extremely difficult and very risky for new firms to make 


> U. S. Securities and Exchange Commission, Survey of American Listed Corpora* 
tione, 1940, Yol. 1, p, 16. 
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any major sallies into this industry. Whenever one company changes 
the price charged, the others follow immediately, usually the same day.* 
Commenting on this situation the Federal Trade Commission stated that 
‘‘although these prices may not be established collusively, there seems to 
be an unwritten rule that any price change will be followed.” * However, 
these prices have been highly stable. Manufacturers’ prices of cigarets 
changed only eleven times in the twenty-year period from 1919 to 1939; 
they did not change at all from October 1922 to April 1928, nor from 
January 1934 to January 1939.® Changes in cigaret prices have shown 
little relation to either prices of leaf tobacco or general commodity price 
levels. 

The tobacco industry also illustrates informal agreements in buying. 
Advertising is not important in this sphere, however, and hence practices 
have taken other forms. The Federal Trade Commission reports that the 
major companies have depressed tobacco prices by making all their 
purchases through one buyer, by buying only a certain per cent of the 
offerings, by timing purchases in such a way as to force sellers into a 
“distress” position when they most want to make sales. Some of these 
practices have been fostered through the Tobacco Association of America, 
a trade association of firms in the industry. 

Price and market-sharing agreements on informal bases are most 
common and most successful in industries in which there are only a few 
firms or in which one firm is clearly dominant and takes the initiative as 
leader, others tacitly following its policies. The agreements are fre- 
quently facilitated, as in the case of tobacco buying, by trade associations ; 
they are also commonly supported by interlocking directorates. Both of 
these will be discussed in subsequent sections. 

The “pools” of the nineteenth century 

“Pools” have been distinguished from simple agreements in that “pools” 
provided some kind of administrative agency for the execution and en- 
forcement of the agreement. Such agencies exist today, but commonly 
the word “pool” has been used with a historical connotation to refer to the 
earlier cases. The informal agreements following the Civil War rarely 
included the market-sharing features common to such agreements in more 
recent times; agreements for the sharing of markets were primarily carried 
out through the more formal machinery of a pool. 

There were many variations in the structure and programs of these 
early pools. For example, the Michigan Salt Pool provided a formal 
selling agency. All members turned their outputs into the pool, whose 
managers then sold the salt at the most advantageous prices, after which 
the proceeds were distributed among the pool members. Such agencies 

* Federal TVade Commission, Report on the Agricultural Income Inquiry, 1888, 
Part I, p. 447. 

* Ibid., p. 464. • 

®Malott, D. W., and Martin, B. F., The Agricultural Induetriee, McGraw-Hill, 

New York & London, 1930. 
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were also maintained by the producers of blue stoneware, coal, lumber, 
Manila and fiber paper, petroleum products, shade>rollers, wallpaper, 
window glass and wooden dishes. In other cases, especially in agreements 
among competing railroads, the earnings of the members were pooled and 
a definite proportion of the total pool was allocated to each road, thereby 
renmving the incentive to price cutting and non-price competition among 
the roads. Still another scheme was exemplified by the Standard Enve- 
lope Company, a pooling arrangement wherein each member had to pay 
into the pool a tax on all output above a certain amount in order to restrict 
output that might have the effect of depressing price. And in some cases 
the pools divided the total market into geographic segments allocated to 
the various pool members; most famous among such cases was the 
Addyston Pipe and Steel Company and five other corporations in a 
pooling agreement that was both a selling agency and a device for dividing 
the market for cast iron pipe. The Steel Rail Pool formed in 1887 was 
one of the most famous of those establishing direct output quotas for 
members.® 

Trade associations as the bases of modern "pools" or "cartels" 

To a much greater extent than is commonly imagined, recent loose-knit 
federations resemble the pools just after the Civil War, though the word 
“cartel” is more commonly used to describe them. In many foreign 
countries, especially Germany, these cartels have been openly fostered by 
the State; but in the United States this has not generally been the case. 
They have functioned less openly here, since they have generally been 
regarded as illegal, though there are important exceptions. Trade associ- 
ations, which are perfectly legal in themselves, have frequently been used 
as Agencies for the administration of policies of collaboration that in fact 
amounted to pooling arrangements. 

Almost every modem industry of any importance has its “trade associ- 
ation” or “institute.” The activities of these groups, formed by producers 
in the industry, have covered a wide range from time to time and from 
industry to industry. The trade association was developed to aid the 
producers in the industry. Toward this end it commonly carries on ad- 
vertising activity and mother public relations work, maintains commercial 
research, conducts investigations into legislation and other happenings 
affecting the industry, attempts to influence legislation in behalf of the 
industry, provides information for its members on methods of selling, 
accounting techniques and other such matters, and any other helpful 
activity. But the trade association sometimes has another purpose, that 
of encouraging “cooperation” among producers with respect to price and 
output policies. 

■ Pooling arrangements were also common in the sale of bathtubs, bottles, brass, 
cordage, cotton bagging, cotton thread and yam, explosives, iron and steel, meat, 
nails, naval stores, sugar, tobacco, whisky, and many other products. (See Haney, 
dp. eit., Chapters 11 and 12 and Jones, Eliot, The' Trust Problem in the United 
States, Macmillan, New York, 1022, Chapter 2.) 
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In the eourse of its many activities to aid its individual members, it is 
almost inevitable that the trade association will develop some degrw of 
power to influence and coordinate the policies of firms in the industry. 
Especially is this true when the association collects and distributes among 
the members detailed statistics on the costs, output, and prices of each 
member. Given such a set of data, it is a short step for member^ to 
follow cooperative price policies intended to hold price above some 
standard cost figure. To this end standardized systems of cost accounting 
have often been suggested to member firms. Once price maintenance is 
established, the association provides the logical channel for developing 
and administering market-sharing plans. 

That the trade association has in many cases led to a more efficient and 
economical ordering of production cannot be doubted. On the other hand, 
that one of the primary purposes of a very large number of trade associ- 
ations has been the avoidance of price cutting by members is equally 
beyond doubt. The trade association provides an instrument for price 
maintenance and share-the-market arrangements, and it has been so used 
in a large number of cases. Trade association officials and members are 
fond of saying that tiiey want to retain the competitive system but 
eliminate its “wastes and disastrous price wars.” Designed partly as ci 
compromise between “disastrous competition’’ and detailed governmen't 
control of industry, the trade association has served well to establish such 
a “compromise” situation throughout the modern American economy. 
For its part, the state first ignored trade associations, then encouraged 
them, then restrained them, then adopted them as its chosen instrument 
of industry control in the National Industrial Recovery Act of 1933, and 
then proceeded to challenge them once more. 

Cooperative selling agencies 

Market sharing by pooling the total output of the participating pro- 
ducers for sale with subsequent distribution of the proceeds was common 
in the nineteenth century. By its control of sales, the central selling 
agency was able to maintain “profitable” prices. Perhaps the most 
prominent among such arrangements recently has been that of the pro- 
ducers in the bituminous coal industry, set up in 1932 to market the entire 
output of participating producers. The central agency carried on sales 
campaigns and allocated orders among the participating producers^ 
Likewise, in agricultural industries cooperative marketing has come tO' 
occupy a position of prominence, especially in the fields of dairy products, 
and citrus fruits. Marketing cooperatives of dairy farmers in areas 
surrounding major cities were in many cases developed partly to increase 
the bargaining power of farmers dealing with big and powerful milk 
distributors; but these cooperatives have in some cases joined with 
distributors in elaborate schemes of price control and output restriction. 
In some of the cooperatives express restriction of the production of each, 
farmer is attempted; in others, farmers apparently merely avoid obviously 
overproducing the market demand at the a^eed price. The markfttiiig - 
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cooperative selis milk in the most advantageous maimer and divides the 
proioeeds among the participating fanners in accordance with a previously- 
determined plan. The way in which citrus fruit producers have used such 
cooperative organizations to create bottlenecks in the marketing of fruits 
will be described in a later section. 

interlocking directorates 

When certain men or banking houses are represented on the board oi 
directors of several different corporations, it is relatively easy to control 
the policies of these corporations in concerted action to raise or maintain 
selling prices, to lower buying prices, and to employ weapons to prevent 
the entry of new firms into particular industries. This duplication in 
directorships is described as “interlocking directorates.” 

Some idea of the interrelations among corporations through interlocking 
directorates at the present time can be obtained by examining the 200 
largest nonfinancial and 50 largest financial corporations in this country. 
In 1935 only 35 of these corporations had no director in common with 
other corporations on the list. Between them, 400 men held nearly a 
third of the directorships in all these corporations; 1,000 men held over 
half of them. One corporation, the Western Union Telegraph Company, 
interlocked with 36 other corporations on the list. Of the 250 corpo- 
rations, 161 companies, whose assets amounted to almost three fourths 
of the total, were interlocked with at least three others of the group. 

That interlocking directorships provided an inviting avenue for the 
formulation of corporate policies in restraint of trade is obvious; yet it 
is by no means certain how important this characteristic of the modern 
corporate community has actually been. If the interlocking directors are 
relatively inactive, their presence on several boards may mean little; if 
they play an active role in the control of competing corporations the 
likelihood of policies to restrain competition is very great. 

Publicly Fostered Cartelization 

Codes of "fair competition" and the National 
Industrial Recovery Act 

Passed in the spring of 1933, the National Industrial Recovery Act, 
usually called the NIRA, had as its primary purpose the stimulation of 
recovery from the unprecedented depression in which the nation found 
itself. ^ One of the major provisions of this act was the requirement that 
•every industry should formulate a code of “fair competition” that, when 
approved by the President of the United States, would be binding on all 
members of the industry. But the phrase “fair competition” was on tho 
whole a very misleading one; it in many cases was in effect just an 
attractive way of describing a policy of eliminating a large share of 
competition (especially price competition). 

The code provisions of the act were a definitely formulated invitation 
io trade associations or other industry groups to plime before the President 
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as far-reaching plans as they could agree on for the centralized contrdi 
of their respective industries. The actual codes approved represented 
the demands of the trade groups somewhat modified by the 'National 
Recovery Administration, though heavy reliance on the trade associations 
themselves as administrators of the codes gave the associations a further 
opportunity to influence policies under the codes. Usually the “big 
fellows" determined the policies, and small businesi^men were often the 
“goats.” Almost all codes provided for eome form of minimum price 
setting and most of them for some direct or indirect'.control of output. 
In many cases stated minimum prices were provided; in virtually all, 
selling below some standard “cost of production” was prohibited. In 
many cases sellers were required to adhere to “open price” policies, that 
is, to publish changes in their prices ir advance of making these changes, 
so as to provide full information to competitors. Some codes provided 
for full control of output, but the administration refused to permit this 
provision to be used except in the cases of lumber, petroleum, and copper, 
although in virtually all cases lesser restrictions on production were 
approved, one of the commonest being a maximum numbe:r ^of hours per 
week that plants might be operated. The restriction on wbfking hours 
for laborers also tended to serve the same purpose. , , 

NIRA was an amazing study in internal contradiction. It gave to 
industry groups the power to establish cartels controlling both price and 
production, protected by law ; and it then set up a consumers’ division t* 
see that these monopolies did not raise prices “excessively,” and adminis- 
tratively admonished producers not to violate the laws agdinst practices 
in restraint of trade. As a development in the concentration of control 
and power in the American economy, it occupies a plaCe bf major 
importance. While it lasted, NRA organized virtually all. of American 
industry into a series of compulsory cartels. Adherence to ^‘f air” prices 
was not suggested; it was required. Output restriction was often in the 
same category. Other types of “cooperation,” such as open price systems, 
pooling of statistical information on costs, sales, and output, elimination 
of much non-price competition, and even control of new investment in the 
industry were common in the codes. NIRA was unanimously declared 
unconstitutional by the United States Supreme Court in 1935, but the 
influence of the Act lingered long after the famous Blue Eagle of NRA 
had vanished from sight. A number of trade associations sought to 
prevent an exodus from the promised land of “cooperation” by declaring 
in favor of continued adherence to the codes no longer legally enforced. 
But far more important was the less open carryover of adherence to price 
and output policies established formally by the codes. 

Recent cartelization under federal auspices 

Analogous to the privately controlled schemes of big business is the*^ 
most gigantic formal market-sharing arrangement of all time, the pro- 
duction and price control mechanism of the govemmentally supported 
Agricultural Adjustment Administration. Under this arrangement, which 



FOUNOATrONS OF POWER 


U6 

ii discussed in detail in a later chapter,^ each participating farmer was 
given & crop quota based largely on the previous years’ outputs from his 
farm, and price was supported by the f^eral government. Penalties in 
the form of withdrawal of bonus payments and ineligibility for crop loans 
were imposed on farmers exceeding their quotas. Although government- 
<illy sponsored, the AAA was simply a huge cartel arrangement, leading 
to essentially the same results as to production and price policies as other 
cartel arrangements. In its essential features this program still remains. 
A purely competitive industry is thus converted, through governmental 
intervention, into something resembling the pools formed by' business 
groups in industries of only a few firms. 

Centralized control over the marketing of agricultural products was 
also legalized and fostered by the Agricultural Marketing Agreement Act 
df 1937. Here the Department of Agriculture comes directly into conflict 
with the Antitrust Division of the Department of Justice, to be discussed 
in Chapter 28. The most striking uses of this power have occurred in the 
marketing of citrus fruits and of milk. 

Even greater is the support given to coordinated fixing of high prices 
on bituminous coal by the Bituminous Coal Act of 1937; here government 
steps in not merely to assist in supporting high prices, as under the AAA, 
but actually to determine and enforce high minimum prices. The Coal 
Act is a direct outgrowth of the NIRA codes, and the Agricultural 
Marketing Agreement Act is its second cousin. 

Controlling and Creating Bottlenecks 

, Thus far we have focused attention on the organizational framework 
through which power may be built. But how do these organizations 
themselves at^in and maintain power? There are usually certain 
essential ppints in the functioning of an industry that are more easily 
dominated than others; by controlling these points, which then become 
bottlenecks, the leading producers of oil or sugar or tobacco or meat or 
some other product may strengthen and consolidate their positions of 
dominance. Where these bottlenecks may appear will differ from indus- 
try to industry. Only a sample of some of the most important can be 
examined here: (1) transportation facilities, (2) marketing channels, in 
both the buying of productive services and the selling of products, (3) raw 
material and power sources, (4) patents as bases of control over the 
exploitation of technological improvements, (5) labor supply. 

These controls are obtained in part simply by purchase, but commonly 
tliey are attained and maintained by unfair competitive tactics. Al- 
though there are many honest and fair businessmen, unfair competitive 
tactics are nevertheless very common and they take many forms. They 
include discriminatory price cutting to eliminate rivals, use of strong 
bargaining positions to secure support of banks or railroads in discrimi- 
natory actions, use of spies and sabotage of competitors, gross misrepre- 


^ *^See Chapter St. 



FOUNDATIONS OF POWER 


2St 

aentation of the products and positions of rivals, threats of withdrawal of 
patronage if a firm entering into negotiations with the monopolist or the 
oligopoly group should have any dealings elsewhere, and so on. Some of 
these practices, especially manipulation of railroad rates, were especially 
rampant in the era of the growth of the big trusts, but many of them retain 
great importance today. 

Controlling transportation facilities 

Transportation facilities may be controlled by a dominant group in a 
particular industry either through ownership of these facilities or through 
various types of pressures that may be brought to bear on those who do 
own and operate them. Such controls are commonly associated very 
closely with unfair methods of competition. 

John D. Rockefeller is the most famous and was the most successful 
of those manipulating railroad rates in the late nineteenth century. The 
original advantages of the Rockefeller interests were obtained primarily 
through playing off against each other the three major railroads connect- 
ing the Pennsylvania oil fields with the East. Since transportation costs 
were more important than refining costs, competitive rebates obtained by 
Standard from the Pennsylvania, the Erie, and the New York Central 
provided a major cost advantage over competitors not obtaining such 
rebates. Having obtained substantial control over the oil markets during 
the early 1880’s, Standard was in a position to exercise even stronger 
pressure, both on competitors and on the railroads. At one time Standard 
held an agreement whereby it received rebates on the shipments made by 
other oil producers, as well as on its own shipments, though this provision 
was quickly declared void by the courts. The development of pipe-line 
transportation introduced a new element into the picture; Standard, 
having established itself in a virtually impregnable position through its 
railroad transportation arrangements, lost no time in obtaining almost 
complete control of the country’s pipe lines. In the pipe-line struggle as 
in the earlier rail struggle, transportation rates were slashed to virtually 
zero, and even below in some cases, and oil and kerosene were almost given 
away by the rival companies in the fight to obtain the market. 

In more recent years the major petroleum refining companies have 
maintained a controlling position in the industry largely through their 
ownerships and operation of the pipe lines. This development has been 
particularly important in the petroleum refining industry because trans- 
portation is such an important part of the cost of petroleum production 
and because of the development of a specialized means of transporting the 
product that is much cheaper than alternative methods. Although the 
pipe lines have been under the jurisdiction of the Interstate Commerce 
Commission since 1906, little has been done until very recently to control 
their rates and to regulate other practices. Independent producers have 
been unable to ship by pipe line because of some of the policies of the major 
companies controlling the lines. For example, “minimum tender require- 
ments” are requirements stating the minimum number of barrels which 
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the pipe line will accept for shipment, and these requirements on the main 
trunk lines carrying crude oil have frequently been as high as 100,000 
barrels; but the oil companies owning the pipe lines do not apply this 
minimum to shipments for their own accounts. Rarely can an inde- 
pendent producer arrange to ship in such large quantity. Moreover, the 
problem of terminal storage facilities constitutes an obstacle. Without 
such facilities near the source of the oil the independent producer is unable 
either to hold off in order to get a more favorable price for oil sold at the 
wells or to accumulate enough oil to meet legal tender requirements in 
shipping it elsewhere. In order to ship his oil (if he does not sell it at 
the well) , the independent producer must also have storage facilities at 
destinations since pipe lines usually require “that crude oil will not be 
received for shipment unless provision is made for immediate acceptance 
in the consignees’ tanks at destinations.”® Storage facilities are not 
available to all who want to use and pay for them; also they are owned 
by the major companies. Most independent oil producers could not 
afford to provide storage facilities of their own, since they would not use 
their facilities enough. Control of oil pipe lines and storage facilities on 
these lines thus gives the major companies a firm clutch on the entire 
oil-refining industry, which could be remedied only by a reorganization of 
the industry or by strict regulation by the Interstate Commerce Commis- 
sion. Some action to remedy the situation has recently been undertaken. 

Although the most notorious examples of controlling and creating 
transportation bottlenecks have occurred in the petroleum industry, 
because of some of the special conditions of that industry, there have also 
been important instances in other industries. Getting rapid and efficient 
service in the transportation of perishable goods is particularly impor- 
tant.® The control of the banana industry by just two major concerns at 
the present time is an interesting illustration. Nine tenths of the bananas 
produced in quantity for export come from Central and South America 
and the West Indies. Most of this trade is handled by the United Fruit 
Company and the Standard Fruit and Steamship Company; the former 


* Report on Pipe Lines, Part I, House Report No. 2192, 72nd Congress, 2nd 
Session, p. LXVIII. 

* For this reason the ownership of refrigerator cars by the Big Five in the meat- 
packing industry was at one time an important tool of control. In 1917 these 
companies owned 91 per cent of the refrigerator cars properly equipped for ship- 
ment of fresh meat. Icing stations between St. Louis and Chicago and the Atlantic 
seaboard were owned by three of the Big Five. All cars, including those owned 
by independent packers, were iced at these stations. The big packers thus gained 
and made use of information concerning competitors’ business. In addition, the 
cars owned by the big packers received preferential treatment by the railroads; 
they were carefully handed, promptly -returned, and used only for shipment of the 
packers own commodities. Cats owned by smaller packers were subjected to ex- 
treme delays in return, e.p., six months to nine months for a trip from St. Louis 
to New York and back. The railroads used independents’ care to ship other com- 
modities, for example onions. FTC, Report on the Meat Packing Industry, sub- 
mitted June 24, 1919, Part I, pages -KMl. 
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was responsible for 60 per cent and the latter for 30 per cent of the ba- 
nanas coming into the United States in 1936. The United Fruit Company 

, . . owns or leases 3,500,000 acres of land. It operates a fleet of a hundred 
ships. It runs all but one of the banana-carrying railroad lines in Central 
America. It owns the Tropical Radio Telegraph Co., which offers the only 
telegraph service between the United States and Honduras. It operates docks 
and stores, hospitals and hotels, . . . The United is in a position to exact high 
railway rates of other shippers and to prevent other ships from loading bananas 
by giving preference to its own ships at its docks. It is said to have chartered 
cargo space, which it did not use, on the boats of other lines for the purpose of 
preventing other shippers from reaching the market.^® 

Controlling marketing channels 

Controls over marketing facilties have been common among oligopoly 
and oligopsony groups in many industries. This is an especially impor- 
tant technique for raising and maintaining prices on some agricultural 
products. 

One of the most elaborate systems was that developed by the meat 
packers prior to World War I. Most of the market stockyards were 
originally established and managed by railroads and by other interests 
outside the packing industry. About 1890 some of the leading stockyards 
offered inducements to packers, such as bonuses of land, buildings, stock- 
yard bonds, stock, and sometimes cash payments, to establish plants in 
their yards. Thus the Big Five soon obtained a substantial interest in 
the most important stockyards. Despite the huge bonuses granted to 
them, the Big Five, as they grew and became more powerful, began to 
demand a still larger share in the ownership and management of the yards. 
Stockyards without packing plants were a poor investment; hence, con- 
cessions were granted.^^ In gaining control over these stockyards, the 
big packers used threats to move business elsewhere to force dividends 
to themselves. Sometimes complete reorganization of the yards was 
demanded to give packers a controlling interest. Because of the domi- 
nance of big packers new stockyards were not opened up without their 
approval, and therefore their dominance.^,* “By excluding banks and 
cattle-loan companies, except those controlled by the packers, from 
convenient locations near the yards, the Big Five controlled livestock 
credit in the principal markets, which control in turn gave them power 
to force livestock on the markets through calling outstanding loans. In 
addition, control of the yards enabled the packers to establish undue 

i®TNEC Monograph No. 21, pp. 101-102. 

1917 the Big Five either severally or jointly owned the capital stock of 
public stockyards as follows; 100 per cent — Milwaukee, Denver, Dallas, Jackson- 
ville ; 90 per cent — New York, Pittsburgh ; 80 per cent — Jersey City, Oklahoma City, 
Portland (Ore.), St. Joseph, East St. Louis; 70 per cent— Sioux City; 60 per cent — 
St. Paul, Ft. Worth, El Paso; 50 per cent — ^Kansas City; 23-40 per cent — Phila- 
delphia, Louisville, Omaha, Wichita. Chicago figures are not available, but Armoui 
alone owned 19 per cent. FTC, Re-port on Agricultural Income Inquiry, 1938, p. 
202 .) 

la FTC. Report on the Meat Packing Industry, Part I, pp. 132-133. 
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control over the commission houses tlirough which most of the livestock 
entering the market was sold^ The commission hoiises were tenants of 
the yards, and therefore were dependent on the packers controlling the 
yards.” For instance, before commission houses were permitted to sell 
livestock in packer-controlled yards, they had to sign an agreement to 
turn over all dead animals to stockyard management at prices dictated 
by the management.^* 

By gaining control of the stockyards, the big meat-packing concerns 
were in a very strong position to initiate and enforce restrictions of 
production in order to push up and to maintain at high levels the prices 
at which they sold their products, and to depress the prices paid for 
animals purchased.^® 

Cooperative selling agencies in some industries have made possible 
centralization of control in the marketing of goods produced by thousands 
of different firms. Such organizations may become highly monopolistic 
in their controls and their policies. An interesting example is provided 
in the citrus fruit industry since 1925. The California Fruit Growers’ 
Exchange, popularly known as “Suokist,” is the largest of the marketing 
cooperatives in the citrus fruit industry'; 14,500 out of the 18,000 citrus 
fruit producers in California and Arizona are members of the organization. 
In attempting to maintain high prices for citrus fruits the organization 
runs into the diflSculty that these high prices encourage expanding output ; 
but to control the production of the thousands of fruit farmers would be 
an almost impossible task. It has therefore restricted the flow of fruit 
through the markets by a number of techniques, including the allocating 
of shipments among the members, surplus fruits being diverted into plants 
producing by-products. Its vulnerable spot is its inability to force 
membership in the exchange on the fruit producers, but despite this 


18 FTC, Report on Agricultural Income Inquiry, p. 203. 

^*Ibid., p. 207. In addition to controlling the stockyards, the big packers con- 
trolled a large proportion of branch wholesale houses and cold storage plants, and 
had large interests in public cold storage warehouses. This domination was almost 
as great in 1936 as in 1917 when an intensive investigation of the packers was made 
by the Federal Trade Commission. (Ibid., p. 137.) 

Another interesting example of control over marketing channels is provided 
by the motion picture industry. This situation was described briefly in an article 
entitled “Trade Barriers Created by Business,” written by Corwin D. Edwards and 
published in the Indiana Law Journal. 'Mr. Edwards writes as follows; “Major 
producers of moving pictures .... control affiliated chains of moving picture 
theatres through which they may be sure of a wide distribution of their product. 
Until the recent consent decree in the case of United States vs. Paramount Pictures, 
Inc., et al., it was customary to offer a fifty-two weeks’ supply of films in a single con- 
tract, so that independent theatres wishing to deal with the major companies were 
required to contract for a block of pictures so large as to leave them without de- 
mand for films from other studios. The majors gave preference to their theatres and 
to certain powerful independent chains by permitting them to show new pictures first 
and sometimes by supplying them with better films and charging them lower rentals. 
The independent theatre was at a disadvantage in competing with the . controlled 
theatre and with the independent theatre chain. The independent producer was 
likewise at a disadvantage in marlcetinf his nroduct.” 'December, 1940, p. 169.) 
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weakness Sunkist and the other large producers’ cooperatives in the 
industry were found to “have and exercise, directly and indirectly, the 
power to influence and dominate the marketing policies and practices of 
the Auction Companies, the prices at which and the channels through 
which receivers, buyers, and consumers throughout the United States 
obtain citrus and deciduous fruits distributed and sold in interstate trade 
and commerce.”^® 

Controlling row material and power sources 

In a monograph on “Competition and Monopoly in American Industry,” 
published by the Temporary National Economic Committee in 1940, there 
is a listing and brief discussion of those industries that approximate 
“complete monopoly” in the United States. Most of these are cases of 
exclusive control of basic raw materials and/or of basic patents; some are 
public utilities or quasi-utilities (to be discussed in a later chapter). 
Some quotations from comments in this publication illustrate this situ- 
ation with regard to raw material controls very clearly: 

For more than 50 years, the Aluminum Co. of America has produced 100 
per cent of the Nation’s output of alumina and virgin aluminum ingot. For 
some 30 years it has been reported to own or hold more than 90 per cent of the 
commercially available supply of the raw material, bauxite. It has used 100 
per cent of the bauxite produced in the United States.*^ 

The International Nickel Co. of Canada, Ltd., owns more than nine-tenths of 
the world’s known reserves of nickel. The company produced more than 92 
per cent of the world’s output of nickel in 1929.^* 

Molybdenum is an element which finds its principal employment either in 
competition or in combination with other alloying pietals, in the production of 
steels of exceptional toughness and strength. In Bartlett Mountain in Colorado, 
the Climax Molybdenum Co. owns 95 per cent of the world’s known store of 
commercially workable deposits of this metal.^» 

The best known of these examples is the Aluminum Company. Its 
controls are based not only on possession of bauxite but on other foun- 
dations as well. The control in the American market has been maintained 
in part by tariffs that keep out aluminum produced in other countries 
from bauxite deposits outside the United States. The manufacture of 
aluminum requires very great power facilities, and the Aluminum 
Company has succeeded in obtaining and maintaining controls of these 
facilities wherever there has been any competitive threat (until the recent 
beginnings in the Tennessee Valley under Government auspices) . Even 
during World War I the Aluminum Company maintained its monopoly 
position. It was so powerful that it could force power companies that it 
did not own to refrain from selling electricity to any potential competi- 
tors ; and banks were afraid to finance any new enterprise. 

Criminal Indictment No. 16167 in the District Court of the United States foi 
the Southern District of California, Central Division, December 17, 1941, p. 16. 

TNEC Monograph No. 21, p. W. 

**/b«f., p. 79. 

p. 81. 
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Potents 

One of the most important of the foundations of monopoly and oligipoly 
power in American industry has been patents. Examples are many. 
Such patent controls in the early history of the aluminum industry were 
what made possible the establishment of the Aluminum Company of 
America in a position of continued control in the industry; during the 
twenty years’ duration of the patent on the electrolytic process the 
company acquired ownership of the bauxite deposits and the technique, 
personnel, and financial resources needed to maintain its exclusive posi- 
tion. Other outstanding examples of monopolistic controls based on 
patents are the United Shoe Machinery Company, the control by the 
Hartford-Empire Company over the glass-container machinery, the con- 
centrated control of the production of electric lamps, the production of 
electric counting machines, and the production of radios. 

The simplest aspect of monopoly control based on patents is the out- 
right refusal to license other producers to use a basic patent held by one 
concern or one small group of concerns. In some cases a few firms 
holding different basic patents get together and pool their patents, 
excluding all outsiders from the use of any of the pooled patents; major 
concerns in radio production created such a pool, which action made it 
necessary for any outside firm entering the industry to develop substitutes 
for all aspects of radio production at the same time before it could get 
under way.*® The buying up of patents on substitute processes is also a 
common practice, notably exemplified by the glass-container industry. 

The case of the United Shoe Machinery Corporation (and the two 
major companies producing electric counting machines) illustrates vividly 
(1) how patents may provide a continuing basis of control if the firm 
first in the ascendance continues to develop a series of new improvements 
that keep its patent controls always one jump ahead of what anyone 
else could obtain and (2) how patents on one process may be used to 
extend control into other spheres of production as well. The company 
was founded in 1899, as a merger of seven concerns, that owned patents 
covering all of the important shoe machinery manufactured in the 
United States. It quickly acquired the fifty remaining patents and by 
1911 it was manufacturing between 95 and 100 per cent of the shoe 
machinery made in this country. The company leased its machines to 
shoe manufacturers; it did not sell them. By the use of “tying leases” 
it required that companies using any of its machines should not use any 
machines made by any other producers, nor could its machines be used 
on shoes that were processed at any stage by machines from some other 
firm. This enabled the company to extend its exclusive control into 
areas of production where it had previously been in active competition 

T 

United Statea va. Radio Corporation oi America, Consent Decree, Nov. 21, 
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with other manufacWrers. This situation is well described in the TNEC 
monograph to which we have already referred: 

The shoe manufacturer, who could obtain a lasting machine only by leasing it 
from the United Shoe Machinery Corporation, was compelled to turn to it mso 
for his welter, stitcher, and metallic fastener, and the independent producers of 
those machines were robbed of their customers. The device operated also to 
continue far beyond thi3 statutory 17 years the protection afforded the company 
by its patents. As long as any one of these patents granted it the exclusive right 
to produce a single machine, the tying clause in its contracts extended its 
monopoly to each of the others. 

Although the company has been attacked in the courts and ordered to 
“cease and desist” from the use of tying leases, it remains in an almost 
completely exclusive position as manufacturer of shoe machinery, market 
for patents, and provider of servicing on these machines. 

Another interesting example of patent controls is afforded by the recent 
manipulation of the patent for “tetra-ethyl,” which when added to 
“straight” gasoline makes that gasoline comparatively “knockless.” The 
Ethyl Gasoline Corporation is owned jointly by the Standard Oil Com- 
pany of New Jersey and the General Motors Corporation. In order to 
use tetra-ethyl, refiners must obtain a license from the Ethyl Gasoline 
Corporation, and such licenses have been issued to all but one of the 
124 leading refiners of gasoline. Until it was attacked by the Anti- 
trust Division of the Department of Justice in 1938, the license was 
issued under a contract that the licensee would sell his “antiknock” gaso- 
line at a fixed differential over “regular” gasoline, and that he would sell it 
only to licensed jobbers. The jobbers were therefore effectively forced 
to obtain licenses from the Ethyl Gasoline Corporation, and these 
licenses were issued under contracts requiring that the jobber comply 
with a code of “fair competition,” which in effect bound him to follow 
the prices set by the major oil companies. This eliminated competition 
in the sale of gasoline by the jobbers.** 

Controlling the labor supply 

Restraints of trade by labor groups are’ extremely important and will 
be examined in detail in Chapter 32. For the present, however, we are 
concerned only with how business groups may be able to manipulate labor 
situations (frequently in collusion with labor unions) in such a way as to 
establish and maintain positions of dominance, excluding outsiders. 

Restraints of this kind are especially common in agreements between 

TNEC Monograph No. 21, p. 73. 

“In March 1940 the United States Supreme Court foimd the defendant guilty of 
violating the anti-trust laws, asserting that the corporation, by the leverage of its 
licensing contracts resting upon the fulcrum of its patents had built up a combina- 
tion capable of use and actually used as a means of controlling jobbers’ prices 
and the suppression of competition among them. Since the regulatibn of prices 
'^d the suppression of competition among the purchasers of the patented articles 
Was not within the limits of the patent monopoly the practices of requiiitig jobb^ 
to take out licenses was enjoined.” (/bid., p. 161.) 
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jOQflkterials dealers a^d building contractors and trade-unions, by which 
the workers undertake to boycott outside dealers and contractors in return 
for analogous favors rendered them. The agreement of the anthracite 
producers and the United Mine Workers is another important case.*® 

One more example may serve to sharpen up this point. In 1941 the 
Antitrust Division of the Department of Justice brought an indictment 
charging restraints of trade in milk distribution in a number of cities, 
including Dubuque, Iowa. One of the local dairies in Dubuque had 
attempted to lower distribution costs by offering a substantial reduction 
of price on deliveries of more than one bottle of milk. Thereupon the 
other creameries got together with the teamsters union to prevent the 
delivery of the low-priced milk. They accomplished this primarily by 
strikes of workers, and by fining union members delivering such milk.*^ 

Discriminatory Price Cutting 

Discriminatory price cutting means the cutting of prices in selected 
spots and to selected groups of buyers. It may be undertaken not 
merely to increase trade, but to crush competitors. Discriminatory price 
cutting is only one of many methods of unfair competition, a number of 
which have already been mentioned in connection with previous discus- 
sions. It is sufficiently important, however, to deserve special attention. 
Examples are almost unlimited, in both historical and current situations. 

Some examples in the history of the oil-refining industry 

One of the most striking examples is afforded by the petroleum-refining 
industry. At the end of the nineteenth century petroleum refining was 
almost completely controlled by the Standard Oil Company. Having 
obtained a commanding position, Mr. Rockefeller and his associates left 
no stone unturned to support and widen its control. Almost all kinds of 
unfair tactics are illustrated in the history of this company. With its 
vast resources it could afford to undertake price wars wherever compe- 
tition appeared, slashing prices to figures impossible to meet without 
taking terrific losses. At the same time Standard could hold its prices 
at monopolistic levels in other areas, thereby maintaining its profits and 
thereby its ability to fight price wars where necessary. Strong coercion 
appears to have been used to force rivals to give way in case of conflict, 
and Standard gradually absorbed more and more of the industry’s refining 
as well as transportation facilities. At the peak of its control, in the 
early IQOO’s, it is generally held that Standard controlled between 85 
per cent and 90 per cent of both the country’s refining and pipe line 
facilities. As a result of this control. Standard consistently showed 
enormous profits, both from the sale of oil products and from its trans- 

** See footnote 5, Chapter 27. 

s* Edwards, PcMwin ID., 'Tood Processors and the Anti-tmst Laws.” A speech 
hsfOKO the Appointed Qrpceiy Manufactxnrers of America, Nov. 7, 1941, p. V. 
(Mimeographed.) 



FOMNPATiONS OF POWER ^75 

portation facilities. Few trusts were able to boast success even vaguely 
^^proaching that of the Rockefeller interests. 

Hearing before the Temporary National Economic Committee in 
1940 reveal similar practices in the oil industry today, though that in- 
dustry is now controlled not by one firm alone but by a cohesive oligopoly 
group owning the oil pipe lines. Discriminatory price cutting has been 
rampant, and pressure on retail dealers to confine their purchases to the 
major companies has resulted in the elimination of many small rivals. 

Some examples in the meat-packing industry 

Discriminatory price cutting in the meat-packing industry has been 
carried out systematically by a collaborative plan executed by the Big 
Five, especially in the first two decades of the twentieth century. The 
Big Five, or as many as happened to be represented in a given territory, 
arranged to cut prices in rotation, a day or a week at a time, to crush 
independent operators. Thus the burden, distributed among the packers, 
was light, but competition was effectively crushed.*® 

Along with discriminatory price cutting big firms in the meat-packing 
industry have attempted to drive out some kinds of competition by 
discriminatory bidding up of the prices paid for some of the products 
they buy. This procedure was mentioned in Chapter 10 in connection 
with the attempts of the packers to crush the business of cooperative 
creameries in order to retain a more powerful position in the buying of 
creamery products; the big companies offered much higher prices iox 
creamery products in areas where sellers were independent, thus checking 
the growth of the cooperatives. 

The program of the packers has been fortified by the extreme diver- 
sification of products in the meat-packing industry. The big companies 
controlled not only a large share of the processing of meats and meat 
by-products, but also of some of the substitutes for meat products. The 
creamery situation just cited is an example. They also sank their roots 
deep in the distribution of wholesale groceries.*® 

FTC, Report on the Meat Packing Industry,- 1919, Part I, p. 68. 

This situation is shown clearly in the following data: 

1. Control in meats 

In 1888, Swift & Co., Armour & Co., Hammond & Co. (later acquired by Armour) 
and the Allerton interests (later acquired by Morris & Co., which in turn was ac- 
quired by Armour) practically controlled the dressed beef industry. (FTC, Report 
on Agricultural Income Inquiry, p. 196.) 

In 1903, the Big Five slaughtered nearly half of the number of animals slaughtered 
by interstate slaughterers or under Federal inspection. {Ibid., p. 197.) Figiu^s 
for years are as follows {Ibid., Table 65, p. 198) : 


Year 

% of all animals 

% of cattle 

1908 

69.7 

74.9 

1016 

705 

82^2 

1919 

69.3 

785 

1024 

606 

733 

1029 

68.7 

69.5 

1635 

66.2 

«4 
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Because of ownership of special facilities to distribute meats, the com- 
panies were in a position to distribute groceries with no substantial in- 
crease of overhead; by not charging the grocery division of the business 
its share of overhead, they were in a position to lower prices temporarily 

(Caption to table reads : Big Five production of the number of animals, slaughtered 
by interstate slaughterers or under Federal inspection, by kinds, for specified years, 
1908-.1935.) 

The 1917 Federal Trade Commission investigation reported that at that time 
there was only one independent packer who slaughtered as much as 1 per cent of 
interstate total of cattle, only 9 independents that slaughtered as much as 1 per cent 
of the interstate total of hogs. (FTC, Report on Meat Packing Industry, Part I, 
p. 33.) 

In 1933 Swift, Armour, and Cudahy sold 65.6 per cent of the fresh beef produc- 
tion, 83B per cent of fresh veal production; Swift, Armour, and Wilson sold about 
26 per cent of the fresh pork production, a little over a third of the cured and 
processed pork production, and about 23 per cent of the lard. (FTC, Report on 
Agricultural Income Inquiry, p. 194.) Of the total value of all meats, the combined 
sales of Swift and Armour were: 1921 — 55 per cent; 1929 — 55 per cent; 1935 — 61 
per cent. (TNEC Monograph No. 35, p. 19.) 

2. Control in related lines 

A. By-products 

(1) Hides. In 1916-1917, the Big Five handled more than three fourths of 
of the hides and skins produced by interstate slaughterers, and, directly or through 
subsidiaries, tanned a large part of the leather processed in the United States. 
(FTC, Report on Meat Packing Industry, Part I, p. 37.) In 1933, Swift, Armour 
and Cudahy sold 56.3 per cent of the hide production of the United States. (FTC, 
Report on Agricultural Income Inquiry, p. 194.) In 1936 Armour through a con- 
trolled subsidiary ranked first among the leather producers of the United States, 
while Swift's company was among the half dozen leaders. (Ibid,, p. 220.) 

(2) Fertilizers. In 1917 the big packers handled more than % of the 
animal fertilizers and 19 per cent of mixed fertilizers. (FTC, Report on Meat 
Packing Industry, Part I, p. 37.) 

(3) Rendering business. The big packers had a virtual monopoly in 1917. 
(Ibid., Part III, p. 61.) 

B. Substitutes for meat products 

The big packers have extended their control into many fields, handling important 
substitutes for their products. A few figures for illustration: 

(1) Butter. In 1916 Swift was the greatest butter distributor in the United 
States, handling as much as the combined sales of the two largest non-packer organ- 
izations. (Ibid,, Part I, p. 35.) In 1934, the two largest producers of butter were 
Swift and Armour. (FTC, Report on Agricultural Income Inquiry, p. 247.) 

(2) Cheese, poultry, eggs. In 1916, the Big Five handled at least half the 
interstate commerce in cheese. (Ibid,, p. 199.) In 1934 Armour, Swift, and Cudahy 
accounted for 36 per cent of the factory production of cheese. (Ibid,, p. 250.) 

(3) In 1934 Armour was the sixth largest producer and distributor of canned 
milk, (Ibid., p. 255.) 

(4) The large packers in 1917 produced 31.8 per cent of the domestic produc- 
tion of cottonseed oil; Armour and Swift alone produced 60 per cent of the 
oleomargarine. (Ibid,, p. 198-199.) They had become important distributors of 
canned and cured fish, particularly salmon, (Ibid.) 

3. Control in unrelated lines 

In 1917 the packing companies were well established in the distribution of 
wholesale groceries, including particularly canned fruits and vegetables, and staples, 
to 1917 the Armour Grain Co. handled 23 per cent of all receipts of grain at 
Chicago, (FTC|. jReport on Meat Packing Industry, Part I, p, 37.) (The 1920 
Pftokers' Cons^t* Decree forced the packers tc discontinue grocery distribution.) 
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to eliminate rivals less fortunately situated. Meanwhile their profits 
from other lines continued. They could always outlast independent 
competitors in any price war.*^ 

Manipulations of Laws Concerning Standards 

Laws may be misused in many ways to exclude new entrants to an 
industry, or to penalize severely certain types of producers. The patent 
laws are sometimes used in such a way, as we have already indicated 
under the general heading of creating bottlenecks. Here we shall confine 
ourselves to a few common practices by which certain groups of producers 
have obtained the support of the law in excluding rivals under the guise 
of protecting the public against faulty products and poor work. 

Unreasonable licensing requirements: an example 
from the plumbing industry 

One of the most important areas in which laws are used as tools to 
support exclusive positions of private interests is the construction indus- 
try, where the restrictive practices of business are closely interwoven with 
those of labor. Controls over the marketing of plumbing equipment 
may be cited as an example: 

Many building codes require, for example, that plumbing be done only by 
licensed plumbers, the ground for the requirement being the danger that in- 
competent plumbing installations will involve hazards to public health. The 
actual administration of the machinery for examining plumbers and granting 
licenses is frequently placed in the hands of local officials who are or have been 
licensed plumbers and who are keenly aware of the private interests of the 
plumbing trade. From time to time there are complaints that tricky examina- 
tions designed to limit the number of successful applicants have been used in an 
effort to protect established plumbers from competition. In some jurisdictions 
an effort is made to interpret the license requirements in such a way as to 
protect the master plumbers’ lucrative trade in plumbing equipment from the 
competition of mail order houses. A Pennsylvania plumbing code, for example, 
forbids persons who are not registered plumbers to advertise or display plumbing 
equipment for sale at retail. 

Unreasonable requirements concerning 
materials or conditions of sale 

The most striking and notorious examples of unreasonable provisions 
concerning materials are again in the construction industry. Antiquated 
provisions of building codes set up before the development of new mate- 
rials and processes remain on the books because of the pressures from 
vested interests (both labor and business) seeking to prevent the intro- 
duction of prefabricated housing and other buildings.*® Mr. Edwards 

■'*11. S. Reports, Vol. 286, Cases Adjudged in the Supreme Court at' October 
Term; 19S1, pp. 106-121. 

** Edwards, Corwin D., “Trade Barriers Created by Business,” in the Indiqtia 
Law Journal, December, 1940, p. 169. , . , , ' 

**The complaints of Sears Roebuck against a provision of the building c^e of 
the city of Dayton. Ohio, is analogous to these specifications concerning! the’piMuct. 
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p»*vides us with an interesting illustration from quite another sphere, 
however: 

It is alleged that the campaign of ice cream manufacturers against the use of 
the counter freezer has included efforts to secure the enactment of sanitary 
legislation for ice cream manufacture which will require the sterilization of all 
equipment with live steam and the use of a cement floor vdiich slopes toward a 
central drain. Neither requirement is burdensome to a factory, but a soda 
fountain which could obtain a counter freezer only by installing a sloping cement 
floor, a central drain, and a steam boiler would be unlikely to make its own 
ice cream. 

Public requirement that sellers use a privately owned grademark 

In the course of its investigations, the Antitrust Division of the Depart- 
ment of Justice recently unearthed an interesting and very restrictive 
provision in the lumber industry. Members of the lumber manufacturing 
industry had succeeded in getting written into the standards for lumber 
specified by the United States Department of Commerce a provision 
that certain kinds of lumber be labeled with the grademark of the Trade 
Association. They also managed to get the government to purchase only 
such grademarked lumber, and in some parts of the country to require 
that such lumber be used in construction of houses the loans on which 
were guaranteed by the Federal Housing Administration. They even 
got such requirements written into some of the local building codes in 
the far West. An elaborate system was developed to limit the avail- 
ability of the grademark to insiders, or to make the obtaining of the 
grademark very expensive for outsiders. The result was the exclusive 
control of sales to government, and in some areas of the entire local 
market, in the hands of the members of the association.®^ 

Conclusion 

Out of this mass of material what conclusions may w'e draw? It is 
apparent that businessmen in many lines of production and over a period 
of many years have attempted to gain a position of centralized control 
over prices and production in entire industries. They attempt to gain 
that control by expanding the unit of business enterprise, as in close-knit 
federations. They attempt to gain that control by banding together in 
loose-knit federations of many kinds, aiming at coordinated policies and 
the elimination of competitive tactics. They attempt to gain that control 
by focusing on those points in an industry that are most readily turned 
into bottlenecks for the rest of the industry, by unfair competitive tactics, 
by misuse of legal standards. Such policies are pursued by dominant 


It is provided that a sticker must be attached to each piece of plumbing equip- 
in«at; the sticker is to be obtained from the city by making weekly reports includ- 
ing is^ormation concerning the place of installation of each piece of equipment. 
A mail enter house seldom has this information, and the provision therefore in 
dfect prevents the competition of plumbing sold other than locally, (/bid., p. 173.) 
p. 172. 

» ipp. 173-17S 
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businessmen representing single big business consolidations and by joint 
actions of those controlling leading forms in loose-knit federations alike. 
In some cases entrepreneurs have obtained government support in cartel- 
like arrangements to raise and maintain prices. 

The effects of most of these practices on the functioning of the economy 
are dramatic and important. They block progress; those with vested 
interest to protect continuously erect barriers to prevent the entry of new 
firms and the competition of new and improved products and processes. 
They lead to high prices and restricted outputs; with these high prices 
come idle resources and waste, with lowered planes of living for the 
population as a whole. They deprive producers who are on the “outside” 
of freedom to enter the industry of their choice, and they strangle many 
who make the attempt. Finally, they weaken the bargaining positions 
of those dealing with the dominant groups, by eliminating alternatives; 
the tobacco farmer has no really free market in which to sell his tobacco; 
the buyer of aluminum ingots has no alternative source to which he can 
turn for his aluminum. 



CHAPTER 27 


Some Monopolistic Price Policies 


When there is only one dominant firm in an industry, it is evident that 
that firm will tend to us? its position to set and maintain high prices of 
what it sells and low prices for what it buys in order to obtain profits 
as great as possible. When there are only a few large firms in an indus- 
try, collaboration in policies of raising or maintaining prices and restrict- 
ing outputs is almost as inevitable. The reasons are readily seen; 
collaboration, whether tacit or formal, makes possible profits otherwise 
unattainable,’ and prevents drastic price wars. The best way of gaining 
insight into these practices is to examine briefly a few outstanding exam- 
ples. We shall therefore consider (1) some examples of extreme price 
policies and their effects (2) some examples of policies of price stabiliza- 
tion, and (3) recent price policies under govemmentally sponsored cartel- 
ization. 


Extreme Price Policies 

Intelligent price and output policies will take into account both long- 
and short-run effects. It may be that for a short time greater profits 
would be attainable at very high prices, but in the long run this would 
bring new firms into the industry and profits would be less. The most 
extreme high price policies are therefore likely to appear: (1) when 
businessmen are short-sighted, (2) when they are strongly intrenched 
in a position to prevept the entry of new firms, or (3) when speculators 
are manipulating the market for their own enrichment even to the 
anticipated detriment of the business itself. The second of these condi- 
tions is most likelj^ j;o appear in industries that are very highly centralized, 
this centralization both reflecting and supporting the strong walls that 
have been built around the exclusive positions. 

Examples of extreme price policies of the 
big trusts of the nineteenth century 

Extreme price policies have frequently been pursued by dominant con- 
cerns in periods of great economic activity, especially at the end of the 
nineteenth century and in the late "twenties of the twentieth century 
Despite more recent extreme price policies, however, the drama of the 
late nineteenth century still remains vivid. Outstanding examples at 
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that vime were the Standard Oil Company, the American Sugar Refining 
Company, and the Whisky Trust. We shall look briefly into the history 
of the first two. 

Most successful was Standard Oil, whose early attempts to exploit its 
dominant position and set very high prices illustrate both the strength 
and weaknesses of such a policy. 

After an attempt at price control by voluntary cooperation among inde- 
pendent oil refiners in the early 'seventies broke down, Mr. Rockefeller 
and his associates proceeded to extend their controls through purchase 
and contract. By 1876 the Standard Oil Company controlled directly 
90 per cent of the refining capacity of the country. Price margins be- 
tween crude and refined oil were boosted from 10 cents in 1874-75 to 20 
cents in 1876.^ This high price could not be maintained. Exporters and 
foreign purchasers resisted the increase, new refineries were set up abroad, 
and consumers resorted to shale oil. The margin between crude and 
refined oil prices dropped to 5 cents, but Standard continued buying up 
refineries until in 1880 it controlled 95 per cent of the industry. It then 
boosted prices again. The reaction was even stronger and foreign and 
domestic competition was stimulated. Prices were quickly dropped 
again. Standard could keep prices well above costs, but there were 
clearly limits as to how high they could go — limits in the shape of the 
demand curves for refined oils and in the potential competition of* both 
foreign and domestic producers. Standard ofiicials in the future recog- 
nized these limitations and sought to maintain high but not such extreme 
prices. Miss Tarbell quotes Benjamin Brewster’s evidence before a 
federal commission investigating the Standard.* Asked if the company 
could set prices at will, Mr. Brewster replied, “At the moment many 
things can be done, but the reaction is like a relapse of typhoid fever. 
The Standard Oil Company can never afford to sell goods dear. The 
people would go to dipping tallow candles in the old-fashioned way if 
we got the price too high.” 

The sugar trust was less successful than the Standard Oil Company in 
maintaining a position of leadership and high prices. There were several 
periods in its early history, however, when the trust was successful in 
setting prices high enough to obtain extremely high profits even bn 
inflated cost figures. Jones summarizes the history of sugar prices dur- 
ing the years in which the American Sugar Refining Company held its 
dominant position in the industry: ® 

The effect of trusts on prices is shown in illuminatine fashion by the experience 
of the sugar trust ... it appears that the margin between the price of raw 
sugar and of refined sugar was high during the early ’eighties, and declined 
rapidly after 1882 and until 1887 (the year in which the sugar “trust” was 


^Tarbell, Ida, History of the Standard Oil Company, Macmillan, New York, 1883, 
Vol. II, p. m. 

Vol. II, p. 206. 

® Jones, Eliot, The Trust Problem in the United States, The Macmillaa- Co., 
New York, 1821, pp. 262-263. 
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.foraied). The decline in the mai^ between 1882 and 1887 reflected the keen 
cognpetition that prevaUed-r-a competition, so severe that only those refiners who 
realized tte economies of large-scale production were able to operate at a profit. 
Many refiners, partic^arly those who failed to envisage the inevitable trend 
toward larger production units, were indeed obliged to withdraw permanently 
from business. In October, 1887, the “trust agreement" became effective; and 
the margin rose from three-quarters of a cent per pound (in 1887) to one and 
one-quarter cents (in 1888) , an increase of approximately 66 per cent. No doubt 
the margin was abnormally low prior to the formation of the “trust”; and 
therefore it is difficult to say how much of the increase is fairly attributable to it. 
The high margin of 1888, however, speedily attracted new competition; and as 
a result the margin fell in 1890 to an even lower figure than during the ’eighties. 
In 1892 the trust, through the acquisition of a number of competitors, secured 
nearly a complete monopoly of the sugar refining industry: and the margin was 
considerably advanced once more. As before, this induced new competition, as 
the result of which the rnargin fell below the cost of refining. Upon the acquisi- 
tion of several competitors in 1900, prices and margin again went up; but this 
led to the construction of competing refineries, and in 1904 the margin again 
declined. Taking, therefore, the first eighteen years of the life of the trust — the 
margin after 1905 indicates the existence of competitive conditions — ^it appears 
that sugar prices were low when competition was present, and were advanced 
when competition was absent or brought under control. 

^ Other examples of high-price policy by a dominant leader might be 
cited. The control may be more or less complete; but in most cases 
extremely high prices are broken by the resistance of buyers, and usually 
also by the appearance of competing enterprises and competing goods. 
In some cases it has proved possible to maintain moderately high prices 
(above costsl for long periods, but to do this effectively the dominant 
firm must have enough props to ensure continuance of its position in the 
market. 

An example of recent high-price policy 

An outstanding example of high-price policies in the active days of 
the ’twenties is afforded by the anthracite coal industry. All of the 
ant^acite mines are located in a limited area in Northeastern Pennsyl- 
vania, and control over this property was early established by the great 
eastern railroads. The Hepburn Act, passed in 1906, contained a 
'‘commodities clause” that prohibited the railroads from transporting in 
interstate commerce goods that they produced and owned. By this 
provision it was hoped that the monopolistic control of anthracite produc- 
tion would be broken. There has, however, been continuous evidence 
that competition has not been operating freely in this market. Although 
the railroads no longer own the mines outright, they have maintained 
effective coi^ol through linkages with financial interests and through 
interlocking directorates. During the ’twenties they used their power 
to raise prices on anthracite coal to higher and higher levels; and prices 
we not permitted to drop during depression periods. In the years 1917 
to 1929 production dropped off a fourth and price was nevertheless raised 
by about the same proportion * The mine operators continued with this 
hi^-price policy despite the mereasing competition of other fuels: oil. 


4TNEC Monograph No. 21, p. 181. 
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gas, and bituminous coal. Consumers shifted in increasing numbers to 
the use of these other fuels. There were many evasions of the price 
quotations, and an increasing shift of trade from the “line companies" 
(those under the influence of the railroads, and previously belonging to 
the railroads) to the “independents." A bootleg trade developed, carried 
on in part by unemployed miners who siphoned the coal off of company 
property and shipped it to the cities by truck. The operators finally 
managed to get the support of the governor of Pennsylvania in the devel- 
opment of a program to share the market by planned curtailing of pro- 
duction in which all producers (“line" or otherwise) were expected to 
participate. This policy, developed formally in 1939 and 1940, served 
to support high prices despite the weak position in which the anthracite 
operators found themselves.® It was possible only because the limited 
area from which anthracite coal could be mined automatically limited 
somewhat the possibilities for entry of new enterprises in response to 
high prices. 

Speculative manipulation of prices by outside financiers 

When there are only a few dominant firms in an industry, it may be 
possible for those who have obtained financial control to manipulate 
prices in order to speculate in the stocks of the controlled enterprises, or 
to profit on investment in these stocks over a fairly extended time period. 
A striking example is the sharp advance of copper prices and their pegging 
in 1929. “During no year from 1921 to 1927 inclusive had the price of 
copper averaged higher than 14.5 cents. For the year 1927 it was 13 
cents a pound. ... In 1926 and 1927 . . . [the] rapidly growing con- 
centration of ownership of [copper-producing properties was] supple- 
mented by the formation of two industry-wide organizations. Copper Ex- 
porters, Inc., and the Copper Institute. Building on this foundation it 
was possible in 1927 to weld the entire copper industry of the United States 
and the world into one entity so far as price-making was concerned. No 
sooner had this unity been achieved than prices began to move up. As 
against a 13-cent average for 1927, the figure for 1928 rose from 13.9 cents 
in January to 16.8 cents in November and December. By March 1929, it 

®The production control scheme introduced by the leading producers in 1938 
and the stronger program undertaken in 1940 are both very simple. The 1939 plan 
involved an agreement to limit the number of days per week that the collieries 
should operate. This provided an automatic sharing of the market according to 
the capacity of the mines. The program was enforced largely through moral suasion 
with the support of the governor of Pennsylvania. The 1940 plan is administered 
by a committee selected by the governor and composed of nine members — three 
representatives of the governor, three representatives of the operators, and three 
representatives of the miners. A board made up of representatives of the operators 
■d^rmines what should be the total output of anthracite, and then this amount is 
allocated to the different companies according to their production in. the two or 
three years prior to 1940. There is no price-fixing agreement, but there is moral 
suasion to comply with the output quotas and to refrain from price competition. 
The really strong arm of the agreement comes from the partidpation of the United 
Mine Workers in it; this labor organization can bring any offending operator in 
line very easily by making things difficult for him in the' labor market. 
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reached 24 cents. Sales of copper abroad had, however, begun to fall off 
as the price passed 14 cents ; and the copper men themselves recognized 
that a price of 24 cents was too high. It was, they claimed, forced on 
them by a market that anticipated a shortage. However this may be, 
from April 1929 through March 1930, not budging one iota in the face of 
general business collapse, they pegged the price of copper at 17.8 cents 
a pound. 

“In April 1930 the price broke and by October it was under 10 cents. . . . 
In December 1932 it reached an all-time low of 4.8 cents, from which it 
climbed slowly back to 9.6 cents in 1936.” ® The raising of the price of 
copper and the pegging of that price at such high levels at this particular 
time represented “not only a disruptive but an almost suicidal policy 
on the part of those who developed and exercised the power to determine 
copper prices.” The price boost came just as new mines were developing 
in the other countries; it encouraged the opening up of high-cost mines 
in the United States, and the price rise was in the face of drastic drops 
in the prices of other goods. 

The Brookings Institution study which we have quoted points to the 
strong evidence that the maintenance of such extreme prices was due 
to the control of policy by bankers manipulating copper stocks, both to 
expand the Anaconda Copper Company and to gain speculative profits. 
The price rise was far greater than that which, apart from financing 
operations, would have been charged by a simple monopoly in complete 
control of the market. The relapse afterward was similarly extreme. 

Price Stabilization as a Business Policy 

Relatively stable and moderate price policies are likely to be found: 
(1) Where there has been an experience of violent price cutting and new 
liompetition that firms now wish to avoid, (2) when the practical diffi- 
culties of getting effective collaboration among firms are too great if 
price changes are frequent (as is to be expected when policies are ex- 
treme), and (3) when there is considerable likelihood that extremely 
high-price policies would lead to serious evasions and the breakdown of 
collaborative pricing by firms dissatisfied with the curtailment of sales 
involved, and (4) when the dominant firms lack strong tools to prevent 
the entry of new firms. The steel industry provides the outstanding 
example of a long period of collaborative pricing, initiated by a dominant 
price leader (United States Steel) in which policy has definitely been 
directed to the stabilization of prices through good times and bad. 

Incentives to collaborative price stabilization 
in high-fixed-cost industries 

Before turning our attention to the history of price policies in the 
steel industry, we should consider briefly what would happen (and has 

•Nourse, Edwin Griswold, and Drury, Horace B„ Industrial Price Policies and 
,, Economic Progress^ The Brookings Institution. 1838. pp. 150-151. 
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happen^) in high-fixed-cost industries when firms have engaged in very 
aggressive price wars during depressed periods. 

An industry in which relatively fixed costs are high and fixed agents 
very durable is peculiarly susceptible to the vicissitudes of “outrageous 
fortune.” Since the fixed agents wear out slowly, a firm once in the 
industry will hang on through years of poor business, operating at a loss. 
This problem is exaggerated when equipment is highly specialized so that 
it is difficult or impossible to shift it to other uses. When “bad times” 
come to an industry of this kind, each enterprise finds its sales curtailed. 
With the smaller sales, fixed costs per unit are higher and there is a strong 
incentive to cut prices in order to expand output to a more profitable 
level. A concern seeking to expand its output then cuts prices below 
those charged by its rivals. As it draws customers away from rivals 
they respond by cutting their prices in turn and so the process goes on. 
If demand for the product is very elastic, all may have considerably 
larger sales at the new lower price, but if demand is quite inelastic the 
increase in sales of all firms will be very small. Each firm acting alone 
finds the demand for its product almost (though not quite) perfectly 
elastic and the marginal revenue immediately resulting from an increase 
in output at the slight price reduction needed is therefore almost (though 
not quite) as great as the new selling price. Each firm acts almost as 
under pure competition. As a result, these “cut-throat” tactics will bring 
prices down approximately to the level they would reach in the short run 
under pure competition. With high fixed costs this short run may last 
a very long time. 

During the bad times equipment is allowed to fall into disrepair, some 
is scrapped, and eventually some firms drop out of the industry. As this 
dropping out takes place, prices rise again. The price rise is sometimes 
exaggerated by changed conditions in demand (as was the price fall). 
For a while profits in the industry may be very high. It takes some time 
to get the wheels of the industry running smoothly. New firms appear, 
but it takes a year or more before their full production capacity becomes 
evident in the flow of goods onto the market. During this interval the 
industry is quite likely to be overexpanded. As the new firms are com- 
pleted the market is flooded and price cutting sets in again. Thus both 
prips and output are very unstable. Short-run prices essentially com- 
petitive fluctuate violently to each side of the long-run, purely competitive 
level. 

Manufacturing industries with high fixed costs rarely have enough 
sellers to be purely competitive. The violent ups and downs are experi- 
enced for a while, but they are an incentive to both formal and tacit 
agreements to keep prices up. The fewer the sellers, the easier it will 
usually be to accomplish some type of “cooperative” price maintenance. 
This may be imposed directly or indirectly by a leader firm. Trade asso- 
ciations may be used directly or indirectly for this purpose, appeals may 
be made to govemmept as was the case during the National Industrial 
Recovery Administration program. Once accomplished, this “^perp- 
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tion” will often be carried beyond the maintaining of cost prices over 
a period of time to the maintaining of prices at a level well above total 
unit costs, at the operating level of most or all firms. In an industry 
with a history of violent price fluctuations and cut-throat competition, 
a tradition of restraint may develop even without direct “cooperative” 
action. One among a few sellers of a good cannot reasonably ignore the 
effects of his price policy on the policies of his rival. In any concrete 
situation he will consider what such repercussions may be. Once a price- 
cutting war is under way, he will have to retaliate in self-defense, but 
each producer will hesitate to initiate a price reduction in a relatively 
stable situation unless the pressure to do so is very great. Prices as high 
as those that would prevail if the entire industry were controlled by 
one firm would rarely if ever be long maintained when such maintenance 
rested solely on individual oligopolists refraining from price cutting. 
Even if existing firms were to maintain prices at such a level, if it were 
far above costs and if profits were high new firms would inevitably appear 
and bid for sales at lower prices. As prices near cost levels, however, 
the members of the industry become more and more reluctant to incur 
the hostility and retaliatory price cutting of rivals. A price above costs 
may be maintained for long periods when members of an industry see it 
to be to their ultimate advantage to refrain from price cutting, and yet 
those contemplating entrance into the industry face the potential of 
cut-throat competition to keep them out should they make the attempt. 

Price leadership and stabilization of steel prices 

Price maintenance usually means in practice the stabilizing of price 
over more or less extended periods. The industry most frequently in- 
voked to illustrate the effects of a policy of price stabilization by a price 
leader is steel. This is an industry which has at times suffered the sharp 
fluctuations in prices associated with high fixed costs and cut-throat 
competition. The fact that the demand for many steel products is very 
inelastic and very fluctuating over time increases the instability inherent 
in uncontrolled rivalry between high-fixed-cost enterprises. The optimum 
scale of enterprise in most sectors of the industry is large and firms are 
few in number. It is, therefore, relatively easy to arrive at some sort of 
“cooperative” agreement, and the incentive to do so is unusually strong. 

United States Steel acted as leader in setting prices of steel products 
over many years. This was accomplished at one time through formal 
pooling agreements, later through the famous “Gary dinners” and the 
“gentlemen’s agreement,” unified policies being agreed upon without 
any formal contract. The Gary dinners of 1907-1911 are generally con- 
sidered to have been very important in “inculcating into members of the 
industry a realization of the benefits of leadership .” ' The price leader- 
ship of the United States Steel in 1911 was evidenced by the almost imani- 


^ Burner Arthur Robert, The Decline of Competition, McGraw-Hill, New Yodc 
it London, 19^ p. n. 
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mous agreement of other manufacturers at a meeting at which Judge 
Gary, President of United States Steel, stated that he believed it would 
be unwise to lower prices at that time. “Unreasonable” rivals were 
brought into line by threats of retaliatory price cutting if they offered 
goods at less than the agreed price. Rival firms have grown in relative 
importance, especially since 1920. “In 1928 it was the president of the 
Corporation’s [United States Steel’s] largest rival who was telling mem'- 
bers of the American Iron and Steel Institute that ‘the avoidance of 
uneconomic price cutting’ was necessary to the stabilization of the indus- 
try”; and in 1932 producers appeared to be inclined “to turn more to 
the American Iron and Steel Institute as a means to the control of 
competitive conditions.” ® 

To keep prices stable was the policy emphasized by Judge Gary and his 
successors, and is still the chief policy of the American Iron and Steel 
Institute. Controls by the United States Steel corporation were never 
perfect, but for many years this policy has nevertheless prevented violent 
fluctuations in the prices of products of a high-fixed-cost industry. The 
reasons for pursuing a policy of stabilization rather than making frequent 
readjustment of prices to changing conditions of demand are to be found 
in the long-range views of outstanding steel men who first established the 
tradition, in the conditions of the industry that made it peculiarly sus- 
ceptible to the devastations of cut-throat competition in bad times, and 
in the practical fact that stable prices are much more easily enforced 
by a leader than are frequently shifting prices. 

Even a policy of price stabilization has become increasingly difficult 
to enforce. For example, economic pressure for quantity discounts to 
big buyers is particularly strong in an industry in which large orders 
cost much less per ton than do small ones. Some of the anarchy which 
lies in back of the apparent uniformity of steel pricing is described lucidly 
in an article in Fortune Magazine.^ “There are, in effect, two price 
systems in steel. One is open, public, unyielding. This is the bleak 
prospect that the average consumer faces. But the big consumers buy 
their steel under another system, an unofficial and undercover business of 
concessions from the published . . . prices.- Under this system the base 
price is merely a mark to be shot at, and the only question is how much 
it will be ‘shaded.’ These more fortunate buyers are those who possess 
some form of bargaining power, reciprocal buying, strong financial con- 
nections, personal influence, and, most important of all, the ability to 
place big orders. How much steel is sold at shaded prices is a question^ 
since secrecy is the essence of the whole business. Undoubtedly the 
practice is widespread.” 

The curtailing of demand in the recent depression added pressures on 
steel producers to cut prices below the announced rates. The United 
States Steel talked loud and hard for “cooperation” in maintaining an- 


* Ibid., p. 81 . 

® “U. 8. Steel II : Prices,” April 1936, pp. 132 and 134. Copyright TIME, Inc., 1936. 
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nounced rates, and even sought to meet the situation by increasing rates, 
but naany “independent” producers proceeded without talk quietly to 
cut prices. For the price-maintenance group, the New Deal provided a 
rescue in the Natibhal Recovery Administration. Commenting on this, 
the editors of Fortune state: “Under the Steel Code for the first time 
the industry was able to enforce legally — or at least quasi-legally — a far- 
reaching ban on price cutting. Under the code, any producer who wanted 
to sell his steel below the published base price had to report his new price 
at once to the code authorities, who immediately published it. Violations 
carried a penalty of $10 a ton. To rob price cutting of its remaining 
charms, the code furthermore provided that a cut could not be put into 
effect until ten days after it was publicly announced and that any pro- 
ducer who cut his price in consideration of a customer's promise to give 
him a specific order after the ten-day period elapsed was also guilty of 
a code violation, at $10 a ton.” The unity established under the NRA 
survived the demise of that experiment, but pressure from big buyers, 
especially from Henry Ford, has increased, and has apparently brought 
some success in pushing down the announced prices of sheet and strip 
steel. Mr. Ford has been less successful in exerting a downward* pressure 
on the prices of iron ore. 

That the tactics of the United States Steel and the American Iron and 
Steel Institute have generally pegged steel prices at levels on the average 
exploitative over extended time periods is evidenced by the small per- 
centages of capacity generally in use, and the excess capacity built. Even 
high profits and restricted output do not prove that the public is worse 
off than it would have been with uncontrolled price cutting in bad times 
and high prices in good times; but high average profits do mean that 
stabilization has been at a price level higher and an output smaller than 
that which would be consistent with the welfare of the general public. 
During recpt years there seems to be little doubt that the United States 
Steel and its followers in the Institute have assumed the demand for 
steel products to be very inelastic, that is the effect of price on amount 
taken has been assumed to be negligible; they have therefore sought to 
establish high prices even in the face of small demand and much idle 
capacity. 

Basing-point pricing “ 

An important tool of price maintenance policy in some industries in 
which transportation costs are high is the basing-point system of pricing. 
It has been highly developed in steel and some other metal products, in 
lumber, sugar, and especially cement. Under this scheme prices are uni- 
formly quoted at any given place as the established basing-point price 

Ibid., p. 134. Copyright 'HME, Inc., 1936. 

“ The basmg-point system is only one of a whole set of pricing schemes designed 
to support price maintenance agreements (tacit or formal). Others are the zone- 
price and the frcighWqualization plan. 
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plus transportation charges from the basing point, whether or not the 
product actually comes from that point. Copper, for example, is sold 
from smelters in Arizona, Montana, Michigan, New Mexico, California, 
and Tennessee on a New York basis. 

The most famous example of basing-point pricing has been in the steel 
industry. By the end of the nineteenth century, prices on most steel 
products were based on Pittsburgh prices plus transportation costs from 
Pittsburgh to the point of delivery. United States Steel early established 
the “Pittsburgh plus" basing-point system, under which all steel pro- 
ducers quoted as uniform prices the established market price at Pitts- 
burgh plus transportation charges from that point to the point of delivery. 
Thus the auto-part manufacturer in Chicago, even though his steel came 
from a near-by steel mill only a few blocks away, was quoted the Pitts- 
burgh price plus transportation charges to Chicago. The effect on buyers 
was discrimination against those furthest from the Pittsburgh area. 

Since its establishment the Pittsburgh plus system has been greatly 
modified, partly as a result of the pressure of growing competition within 
the industry but probably more because of legal pressures. In 1907 
Birmingham was made a separate basing point for certain products. 
Later Chicago was added, and in the last two decades the list has been 
expanded to include a considerable number of the more important steel 
producing centers. Of course, as quoted prices have been shaded by one 
means or another, the apparent fixity of the basing-point system has 
been undermined. None the less, the geographical pattern of discrimi- 
natory prices on many steel products rests today on a modified basing- 
point system. 

The advantages of a basing-point system from the point of view of the 
dominant steel companies is evident, and the effects of the basing-point 
system as a means of maintaining stable prices have been emphasized 
by steel producers themselves. By the use of this system it was possible 
to get uniform published prices (calculated on the price at the nearest 
basing point plus freight rates) at each point of delivery of steel. Both 
intentional and unintentional price cutting could in this way be more 
easily avoided. Basing-point pricing was- also a tool that could be 
manipulated, at least temporarily, to the advantage of a dominant group 
seeking to maintain its position in the industry. Thus in the early days 
of the Pittsburgh plus plan, Pittsburgh producers could compete with 
producers anywhere at equal prices so long as these other producers fol- 
lowed the leadership. They followed the leaders when prices set were 
satisfactory to them or under the threat of price wars. Finally, the 
effects of the basing-point system depend on the extent to which an- 
nounced prices are the actual prices. When special buyers get quantity 
discounts these discounts are not likely to be systematically related to 
costs. When base prices are in fact maximum rates charged only to 
weak buyers or to the United States Government (as was indicated by 
Mr. Grace’s evidence, before the Temporarv National Economic Com- 
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mittee)/* they exaggerate price discrimination under the illusory veil ot 
lirice uniformity. . 

The extent of price stabilization 

The steel industry has set a pattern of price leadership and price 
stabilization that has been followed in many other instances, whether 
formally or informally. Outstanding examples are agricultural imple- 
ments, petroleum, anthracite coal, cement, tin cans, tobacco. Efforts to 
maintain prices have been widespread. 

The history of commodity price movements shows both the strength 
and weakness of such arrangements. In a large number of important 
cases quoted prices show an amazing degree of stability over long periods. 
Taking Bureau of Labor Statistics wholesale price figures from 1926 
through 1933, a period when price changes would be expected to be most 
rapid, 73 out of the total of 784 prices changed four times or less over the 
seven years. Of the 73 about half changed two times or less. To take 
an extreme case, the list price of oil drilling bits of a standard variety 
has remained unchanged from 1894 to the present. Allowing for some 
bad selection and reporting of prices, these figures are still an impressive 
testament to the prevalence of price maintenance. In analyzing the 
individual prices in the group, a large number are found to be outstanding 
cases of known or strongly suspected price-maintenance agreements. 
These and other similar data indicate the force of price-control arrange- 
ments. 

However, it would be a serious error to suppose that the remarkable 
stability of list prices proves the success of the industries in preventing 
price competition over the period. In such cases there are a variety of 
means of competing for business without changing the list price. In 
many industries substantial discounts from the list are standard practice, 
^especially for large buyers, and these discounts can be varied at will 
without affecting the list price. Concessions may be made in credit 
terms. Delivery costs may be absorbed. Trade-in allowances may be 
increased. Secret rebates or other concessions may be given. Aside 
from all these possibilities is the entire realm of variations in the quality 
of the product. In many cases price competition has been confined within 
these limits; while in other cases the evidence indicates that price shading 
by Various means almost always precedes cutting of list prices. 

Recent Price Policy Under Governmental ly 
Sponsored Cartelization 

The participation of government in price making has developed on 
two very different fronts. The first is a kind of price regulation which 
is of long standing; it is the setting of maximum prices on the goods and 
services produced by monopolies such as the local electric light and power 

’^Hearings before the Temporary National .Economic Committee Tart 10, 
1930, pp. 10594-10600. 
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companies or the railroads. Regulation of these “public utilities” will be 
discussed in Chapter 29. The second and relatively new front is the 
supporting or fixing of minimum prices where for some reason these prices 
were considered to be “too low” in the absence of government intervention. 
Barring government collaboration in the NRA, this support of minimum 
prices has been primarily in agricultural industries and in the bituminovts 
coal industry. What has been the performance of these industries and 
of government in recent pricing practices? 

Pricing under the Agricultural Adjustment Administration 

A full evaluation of the government’s program in agriculture cannot 
be undertaken until our examination of the total economy is much more 
complete, and an over-all picture of problems and policies in agriculture 
has therefore been postponed to a special chapter at the end of this book. 
A few brief comments, however, are essential as part of a study of collabo- 
rative pricing in the American economy. 

There have been two major stages in the recent history of price policy 
in agriculture in the United States. The first of these was the attempt 
to maintain prices that would bring adequate incomes to farmers in a 
depressed agricultural situation. This program was justified primarily 
on the grounds of claims that farmers were suffering unduly in the existing 
economic situation, that their incomes were low and that in the face of 
restrictive practices elsewhere in the economy they needed public assist- 
ance for the raising of agricultural products. The chief criticisms of 
this government sponsored program were (1) that it tended to help the 
high rather than the low income farmers, sometimes actually penalizing 
those at the lowest income levels, (2) that it failed to accomplish the 
long-run goal of moving excess resources out of agriculture and into other 
productive employments, and (3) that the prices set were too high (they 
were based on a “parity” concept which implied making them as high 
relative to other prices as they had been in the period of greatest agricul- 
tural prosperity of this century). The second phase of governmental 
protection of minimum prices in agriculture has developed in the war 
situation ; guarantees of minimum prices to farmers have been undertaken 
in order to provide adequate incentives for the expansion of agricultural 
outputs to meet war needs. Experience here is still inadequate to justify 
clear-cut conclusions ; but it is evident that the present need for expansion 
introduces a major problem concerning future agricultural policy. Will 
a postwar readjustment in agriculture emphasize consumer needs and a 
broad nutritional program, with subsidies to agriculture? Will it return 
to a restrictive policy designed to curtail production and thus maintain 
prices? And if restriction is the policy decided upon, will the program 
be developed in such a way as to facilitate the shifting of resources out 
of agriculture? These ,are questions which only the future can answer 

Dr. Margaret Reid comments on the implications of a program guaranteeing 
agricultural prices: {Consumers and the Market, 3rd ed., Crofts, 1942, pp. 541^642) 
“The desirability of using guaranteed minimum prices depends also on their use when 
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The pricing of fluid milk 

Government participation in the control of milk prices has been both 
federal and state. Federal control has been undertaken through market- 
ing agreements in some areas; these agreements may involve any or all 
groups in an area — ^processors, distributors, cooperatives. Local controls 
have been through state milk control boards. In some cases only prices 
paid farmers have been controlled; in others, both farmers’ prices and 
retail prices have been fixed. 

The goal set in federal control of milk prices has been essentially that 
sought under the Agricultural Adjustment Administration in general; 
the attempt was to get for fluid milk “parity” prices that would be in the 
same ratio to other prices as the ratio prevailing in a “base period” that 
was highly profitable for the dairy industry. In the Agricultural Market- 
ing Agreement Act of 1937, the Secretary of Agriculture was empowered 
to plan for rates even higher than this if it seemed “reasonable” to do so, 
taking into account costs and other relevant factors. It has not proved 
Dossible to set prices as high as the attainment of these goals would 
require. A group of economists studying the industry have observed 
that: 

Competition of fluid milk from other markets, unregulated by Federal authori- 
ties because interstate commerce was not involved, and competition from 
producers whose milk was formerly sold largely for manufacture of butter, 
cream, and other manufactured products have imposed practical limits on the 
level of fluid milk prices that kept them below parity. Consequently the objec- 
tive seems to have been to fix the highest milk and cream 'prices in each market 
that could be maintained successfully. 

The same attempt to fix prices at the most profitable level possible has 
also characterized most of the price fixing under state controls. Thus the 
same authors write: 

In Wisconsin “the authorities have apparently set prices as high in relation to 
this goal (cost of production) as they thought could practicably be maintained 

it seems desirable to contract production. It might be necessary to lower the 
minimum pice in order to discourage further accumulation of reserves. Resistance 
to this is likely to occur, and an effort may be made to maintain high guaranteed 
prices and to expand surplus disposal propams. Subsidies to prevent a fall in 
price have some merit in an emergency while resources are being shifted to some 
other use. They should however not be used to prevent the shift, unless in the 
carefully considered judgment of experts consumer interests, apart from demand 
being expressed in the market, require that production should not be contracted. 
Subsidy as a long-run part of directing production should be appraised in terms 
of consumption needs. 

“In this as in other cases of State-administered prices, political pressures from 
sellers to be benefited, may become a major obstacle to sound social policy, even 
to the extent of suppressing the findings of Federal research bureaus.” 

i*TNEC Monograph No. 32, p. XXIII. (Italics supplied.) 

The estimates of costs are generally too high, as is evidenced by the active 
competition of new producers at ppces even below the estimated “cost” price. 



SOME MONOPOLISTIC PRICE POLICIES 393 

with whatever control of sales volume the local cooperatives were able to achieve.” 
In Oregon “prices of fluid milk are apparently set at the most profitable level, 
given rigid control of entry to the market and a scheme of payments to producers 
of fluid milk according to sales quotas that discourages expansion of production 
for the fluid milk market." In Indiana “apparently the administrative agency 
follows in large m^sure a policy of enforcing the prices determined by bargaining 
between cooperatives and distributors, limiting entry to fluid milk production 
whenever there is a danger that new entrants would render these prices difficult 
to maintain.” 

Although the policies pursued in the other two states studied, New York 
and California, seem to have been more moderate and to have included 
greater attention to efficiency in distribution, ip all five states the results 
have been a boosting of milk prices over those which would otherwise 
have prevailed. In some cases differentials of price between home and 
store delivery have been abolished in order to protect the existing system 
of distribution,^’^ thus causing waste and inefficiency. The result has been 
both discouragement of the consumption of milk, and a high cost of milk 
to consumers. Moreover, uniform retail pricing of milk has worked 
against the small producers who could not afford to attract customers by 
heavy advertising expenditures and who were deprived of the alternative 
of charging a slightly lower price. At the same time it has encouraged 
the development of excess and under-used capacity in the industry.^* 

The pricing of bituminous coal 

Ever since the end of the First World War the bituminous coal industry 
has been sick. It is an industry of many firms, large excess capacity, 
and a large quantity of excess immobile and highly specialized labor 
The Bituminous Coal Act of 1937 provides for minimum price fixing 
intended to protect the incomes of operators and laborers, and maximum 
price fixing if this should prove necessary to protect consumers (primarily 
in time of war). Standards for the setting of price are vague, though 
they are supposed to be based on “costs.” Estimates have been based on 
past cost and consumption figures so that no account is taken of demand 
elasticity and the expanded consumption and lower unit costs that would 
follow from lower prices. 

Before the war price fixing involved the setting of minimum rates 
only; no maximum levels were established. The pricing problem is more 
complex than in the case of milk, because many different kinds and grades 
of coal are involved, because of the importance of transportation costS; 
because coal is sold in a national instead of in local markets, and because 


1’ Ibid., p. XXIV. 

18 It has been argued that governmental support of prices to farmers is necessary 
to protect farmers in selling to oligopsony groups among milk distributors. Com- 
menting upon this Dr. Reid suggests that “the answer may be fixing of prices to 
farmers with prohibition on restriction of suppb', plus active enforcement of anti- 
trust legislation. If prices are fixed unnecessarily high, expansion in supply will 
serve to bring about a readjustment in price.” (Consumers and the Market, 3rd 
ed« Crofts, 1942, p. 646.) 
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of the close eorapetition with other fuels. Problems arising in connection 
with jtfice regulation of coal have already led to suggestions that other 
related prices should be controlled also, in particular that prices of gas 
and oil should be brought under control, and that the coal situation should 
be handled jointly with transportation policy. Each new step leads to 
new ramifications and to suggestions for yet further extension of govern- 
ment regulation. The principal criticisms of the Coal Act may be sum- 
marized briefly as follows: 

1. The rules permit hidden profits to be included in the costs on which the mini- 
mum prices are based. . . . 

2. Certain regulations of the 'Commission interfere with low-cost transportation. 
For examine, they require that higher prices be charged for the same coal if it 
moves by truck than if it moves by railway. Furthermore basing-point pricing 
is allowed. It has already been pointed out that this causes cross-hauling, 
and is one of the practices the F.T.C. and the T.N.E.C. have recommended 
prohibited. 

3. Nothing has been done to check a rise in selling costs that are included in 
the costs for determining minimum prices. With price competition checked 
non-price competition is likely to increase. (It is easy to write up costs in 
paymente to sales agents, and so on.) 

4. Regulation involves lags in adjustment and this tends to result in too high 
prices in periods of expanding demand because there is a failure to adjust 
immediately for the lower unit costs associated with increased output.*® 

6. In periods of diminishing demand reduced output raises unit costs and there- 
fore under the cost basis of price regulation tends to lead to a raising of price. 
This exaggerates depressive tendencies and is especially serious for the total 
of the economy since the coal industry is basic over a wide range of industry.*® 
6. High prices retard the withdrawal of excess capacity from the industry and 
may even lead niines which had been closed down to re-open though mines 
already in operation are functioning at only a small fraction of capacity .*i 

All of these criticisms seem to add up to a serious indictment of the 
Coal Act. It has all the unfortunate features of the collusion found in 
private oligopoly. Yet it does not follow that there is not a case for 
government intervention in the coal industry in order to protect those 
workers and operators who get caught in the industry in a period when 
resources should be shifted out and into other areas of production. The 
criticisms are largely focused on the lack of a long-run view in making 
adjustments, and the tendency to follow a pattern of short-sighted oli- 
gopoly pricing in the formulation of policy and the administration of the 
act. 


A Historical Perspective on Price Policies 

Privately controlled pricing programs 

Throughout olir history there have been restraints of trade and unfair 
competition in many spheres of business activity. Formal and informal 

** The first three points are quoted verbatim from Reid, op. cit., p. 549. 

•®See TNEC Monograph No. 32, pp. 316-317. 

Reid, op. cit. 
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a^eements to maintam prices and restrict outputs have come and gone 
with the rising and falling tides of economic prosperity and with the 
impact of wars on economic organijation. 

The extreme early price policies of some big business stand out dramati- 
cally. Prices were cut drastically and far below eompStitive levels in 
order to eliminate rivals. When the field was clear, prices were raised 
to very high levels. The high price was sometimes that at which profits 
would be maximized in the short run, but high prices often brought new 
firms on the scene, and another price war then ensued. In some cases 
prices were raised to absurd heights on the basis of faulty estimates of 
the elasticity of demand and a short-sighted failure to recognize potential 
competition. At the end of the last century extreme policies could some- 
times be successful because of the rapidly expanding markets and the 
unfair practices used to bolster a favored position. Under these circum- 
stances price fluctuations were truly amazing. Examples that we cited 
were dominant firms or trusts such as the Standard Oil, the American 
Sugar Refining Company and the Whisky Trust. Extreme policies were 
pursued not only by single dominant firms but also by pooling agreements 
in which several major companies were involved. Public opinion grew 
hotter and hotter against the new giants and their tactics. The big 
“trust-busting” era was on. 

Experience and maturity, and a longer range vision that considered 
both economic and legal reactions, led to the policy of stabilizing prices — 
a policy pursued, for example, by United States Steel and price leaders 
in other industries. Experience of cut-throat competition acted as an 
incentive to “cooperative” action in maintaining and stabilizing price, 
whether set by a leader or maintained by convention in a more evenly 
balanced group of enterprises. Prices of anthracite coal, cotton thread, 
newsprint, soda crackers, and a number of other commodities have shown 
considerable stability for extended periods before and since the First 
World War (1914^18). But stable price policies may still be high-price 
policies. Failure to recognize demand elasticity is still a common error. 
Violent price wars have not been eliminated. And the speculations of 
promoters, as in the copper industry, still add to the turmoil. 

Recent government support of collaborative pricing 

Maladjustments in our economy in the 'twenties were followed by the 
deep depression of the early 'thirties, which finally knocked the bottom 
out of the markets for many goods. Some industries with high fixed 
costs had become chronically ill. Under these circumstances agreements 
weakened, but government became more sympathetic toward “cooper- 
active” action of the members of an industry in their attempts to control 
prices and production. The abortive NRA strengthened these attempts 
and left the laws against combinations under a haze that required new 
interpretations. Trade associations were expanded to include larger pro- 
portions of the firms in an industry, and their activities were broadened 
and supported by government sanction. The anthracite coal agreement 
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(essentially a pool to maintain price and restrict output) was upneld by 
the Supreme Coiui. The AAA was created; the Agricultural Marketing 
Act was passed; the Bituminous Coal Commission came into being. 
Increased state intervention in pricing accompanied in some degree the 
expansion of federal action. Policies implementing the traditional efforts 
to preserve competition and keep government out of business gave way to 
government support, in selected industries, of price maintenance policies 
otherwise illegal under the antitrust laws. More government in business 
meant also more business influence in government action designed to 
control business practices. 



CHAPTER 28 


Public Policy Attackins Restraints of 
Trade in Business 


Public policy directed against “practices in restraint of trade” has a 
long history that goes back at least as far as the thirteenth century in 
England. In this country since early days the courts have under certain 
circumstances opposed “practices in restraint of trade” as being contrary 
to the public interest. 'During the nineteenth century “restraint of trade” 
became closely identified in America with “unfair competition” and with 
“monopolistic intent.” The movement against such practices, primarily 
expressed through the “antitrust laws,” was a movement to preserve free 
competitive action in the economy. It took on major importance in the 
’nineties when large corporations and combinations were coming into 
prominence; it has proceeded in irregular spurts since then and has 
received especial attention in the past few years. 

Mr. Edwards of the Antitrust Division of the Department of Justice 
states in simple and telling language the consumer’s case for the preserva- 
tion of competition between rival enterprises: 

An economy, like a political state, can avoid abuse only through a system of 
checks and balances. The profit motive is like the steam in an engine. Well 
directed, it drives the machine, but badly directed it scal^ or blows up the 
machinists. There is everything to gain by encouraging businessmen to make 
more goods, to make better goods, and to find new processes. But we must' 
discourage the type of economic activity which creates obstacles to trade in order 
to collect toll for letting people go through. The easiest way to discourage such 
anti-social activities is to expose the business which engages in them to the 
competition of other and more useful enterprises. In the early days of the 
automobile a few fanners maintained well-watered mud holes in order to get an 
income by towing motorists out, and the motorist’s quickest protection was to 
find an alternate route. From the consumer’s point of view, competition is 
primarily a device for giving the buyer of goods who encounters high prices or 
bad goods an alternate route to his purchases.’- 

By keeping open the channels of trade, by cracking down on restraints 
and exclusions, competitive forces are brought into play that encourage 
economic progress and abundant production with full use of resources. 

1 Edwards, Corwin D., Consumers and Monopoly Problems, Address before the 
National Conference on Consumer Education, Stephens College, April Z, 1940. 
Mimeograph, p. 2. 
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But public action against restraints of trade is much more than a policy 
to protect consumers and increase production. It is a particular kind of 
policy rooted in a free enterprise system. Where Germany has encour- 
aged cartels and then regulated them, the American approach has been 
to prevent the building of monopolies and to declare illegal cartel agree- 
ments that restrain trade, attepipting to prevent their occurrence and to 
break them up when they appear. The attack on monopoly and on 
restraints of trade in America is an expression of the whole social 
political economic atmosphere and the ideology of the culture. Indi- 
vidual freedom and equality of opportunity are vital parts of that 
ideology. Industry should, from this point of view, be controlled by a 
minimum of interference with individual action to the end of maximizing 
general welfare. This broad goal requires that some individuals should 
not be permitted to engage in practices that seriously hamper the freedom 
and opportunities of other individuals, whether as consumers or producers. 
Actions that restrain trade interfere with both the full expression of 
consumer preferences in the allocation of resources and the freedom of 
individuals to engage in those productive activities that they may prefer. 
Moreover, concentration of power in industry exaggerates the inequalities 
of income distribution and increases the impact of big business pressures 
in politics. The concentration of wealth in a few hands and the concen- 
tration of power in those same few hands have evoked excited criticism 
periodically in our history, and most dramatically prior to the first 
federal antitrust legislation in 1890. 

The purpose of this chapter is to trace the history and to evaluate the 
possibilities of public action (in the United States) to prevent restraints 
of trade and to tear them down where they have appeared. 

Common Low and Restraints of Trade 

Common law is law that is not written into statutes but is handed down 
through judicial precedent in court decisions. The law as enunciated in 
such court decisions has been termed “common" law because it is based 
on common customs and practices as contrasted to statute law, which has 
been written into law by the acts of a legislative body. American 
common law has developed differently in each state, but the roots of 
modern common law here were in the common law of England. In both 
England and America the courts rely on such common law (primarily as 
expressed in earlier court decisions) for their decisions in cases where 
there is no statute covering the point at issue, and also in the interpre- 
tation of the meaning of statute law. Common law was the earliest basis 
of legal control over practices “in restraint of trade." The cases in which 
such practices were questioned came up in state courts, since control over 
these cases had not in general been delegated to the federal government by 
the Constitution. The decisions of the various state courts are sufficiently 
similar to make possible a discussion of “restraint of trade in common 
law” in all states together. 
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Contracts in restraint of trode 

Since American common law was derived from English common law, 
American procedure stems from British legal practice. In scnaae ©f ithe 
early interpretations in English Courts (beginning in the thirteenth 
century), all contracts in restraint of trade were regarded as invalid, 
but gradually this rule was relaxed. American common law 'came to 
distinguish between “unreasonable” restraints, which served no <other 
purpose, and “reasonable” restraints, which were incidentally associated 
with practices in themselves acceptable and which did not wont great 
injury to anyone. Thus when a peanut vendor sold his stand Tonder a 
contract agreeing not to set up a rival business on the same o^ner ^vdthin 
a year, the restraint on his freedom was an incidental, or, in ithe legal 
phrase ancillary restraint, reasonable under the circumstances <«f Hhe 
agreement. This application of the rule of reason to ancillary irestaiTnilts 
was clearly stated by Judge Christiancy in the case of HvMford at. 
Miller: 

If, considered with reference to the situation, business and objects nE/f the 
parties, and in the light of all the surrounding circunnstances with reJerence 
to which the contract was made, the restraint contracted for appears to have been 
for a just and honest purpose, for the protection of the legitimate intenests «f 
the party in whose favor it is imposed, reasonable as between them, amd mot 
specifically injurious to the public, the restraint will be held valid. 

Two sets of interests are taken into account in this statement, tho^ 'oi 
the parties to the contract and those of the public. In most court eases 
focus tended to be on the interests of the parties to the contract ratflaer 
than of the public. Nevertheless, contracts entered into directly for tlhe 
purpose of raising prices were and still are generally held to be not onty 
invalid (unenforceable in the courts) , but evidence of criminal conspiracy 
against the public interest. Some unavoidable restraint of trade inei- 
dental to the pursuance of other purposes is, however, allowed, and 
such contracts can be enforced in the courts, when fair to both or all 
parties to the contract. 

Integrations 

One important reason for the development of the trust proper was the 
opportunity thus to evade the common law against contracts in restraint 
of trade, which invalidated and made criminal pooling agreements to 
control prices, restrict outputs, share markets, and in other ways to 
restrain trade. The new trusts flourished unchallenged for some years. 
In 1890, however, it was decided that the North River Sugar Refining 
Company had exceeded the rights granted in its charter by entering into 
such a trust agreement,® Two years later it was made clear that trusts 
aiming at monopoly were against public policy and hence the empoorato 


* People vs, the North River Sttgar Refining Co., 121 N. Y.. 682, 
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charters of the member companies could be forfeited regardless of the 
specific powers granted in their charters.* 

Since trust agreements were shown to be vulnerable under the common 
law an attempt was made to find a substitute for them by forming large 
corporations to take over the assets of the former competitors. These 
were holding companies formed in order to establish a monopolistic 
control in an industry. But in the case of the People vs. the Chicago 
Goa Trust Company * decided in 1889 the court ruled that: 

To create one corporation for the express purpose of enabling it to control 
all the corporations engaged in a certain kind of business, and particularly a 
business of a public character, is not only opposed to the public policy of the 
state, but is in contravention of the spirit, if not the letter, of the constitution. 

This principle was reaffirmed in 1896 in proceedings against the Whisky 
Trust: ® 

There is no magic in a corporate organization which can purge the trust scheme 
of its illegdity, and it remains as essentially opposed to the principles of sound 
public policy as when the trust was in existence. It was illegal before, and is 
illegal still, and for the same reasons. 

Summary of the position of the common law 

We may now summarize the usual position of the common law on these 
matters as it stood in the 'nineties and as, in essentials, it remains today: 

1. Agreements aiming to raise prices are both invalid and criminal 
offenses. 

2. Contracts entered into for other purposes, but incidentally restrain- 
ing trade, are valid if the restraint is “reasonable.” 

3. Trust agreements entered into for monopolistic purposes justify 
forfeiture of corporate charters. 

4. Corporations formed for the purpose of controlling other corpo- 
rations and thus obtaining monopoly power are illegal as contrary to 
public policy. 

The common law provided a large body of precedent that has since 
been followed in court decisions concerning collusive practices in restraint 
of trade; formal agreements in loose-knit federations engaging in monopo- 
listic practices come under these decisions. On the subjects of large 
integrations and industrial mergers, however, there was little in the 
common law. The decisions against trusts and holding companies formed 
to monopolize an industry are not applicable to mergers and outright 
purchases of some companies by others. 


» State vs. Standard Oil Company, 49 Ohio, 1937. 

* 130 HI., 268. 

“ In the case of the Distilling and Cattle Feeding Company vs. the People, 156 
lU.. 448. 
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Federal ‘^Antitrust'' Laws 

The last quarter of the nineteenth century was a period of the growth of 
big “monsters” of corporate enterprise controlling economic, social, and 
political life to a degree unimagined before. Bolstered by tariff policies 
executed in their special interest, and stimulated by the development of 
railways that increased the size of the market, the barons of Mdustry 
were developing large enterprises in many fields previously operated on a 
much smaller scale. Bigness was new, powerful, terrifying. Unscrupu- 
lous practices of powerful combinations such as the oil and sugar trusts 
had spread suspicion and hatred of these immense organizations. Prac- 
tices in restraint of trade were growing in importance. Some of them 
were attacked in the state courts and held in check under the common law. 
There were, however, many difficulties in state action through either 
common or 'statute law. Laws and interpretations of these laws varied 
somewhat as between states. Public opinion was much stronger against 
combinations to restrain trade in some states than in others. Some 
states competed with others to get the fees derived from granting of 
charters to corporations, and hence there was an incentive to be lenient 
in the charter requirements and in prosecutions for practices of corpo- 
rations that “restrained trade.” Moreover, big corporations are powerful 
and to prosecute them is costly. Condemned in one state, a big trust 
could easily set up in another and perpetuate its monopolistic practices. 
Finally, state courts are limited in their jurisdiction to intrastate 
activities, and cannot do anything about interstate combinations and 
agreements in restraint of trade; the federal government on the other 
hand has jurisdiction where questions of interstate commerce are involved. 
For these reasons it was urged that some federal- control should be 
introduced to support and supplement the activities of the states. 

Provisions and interpretations of the Sherman Act 

When in 1890 the congress passed the Sherman “Antitrust” Act as a 
frontal attack on big business monopoly and collusion, it clearly mirrored 
the popular demand for such legislatRfa. The first objective of the 
statute was to enforce competition as the means of controlling industry, 
and to prohibit practices that interfered with these competitive controls. 
Since under the Constitution the federal government could do no more 
than suppress those practices that restrained interstate commerce, since 
it had no jurisdiction over intrastate commerce or production, the Act 
was set up to control practices in restraint of trade in interstate commerce. 
The two main provisions of the Act were directed against (1) restraints 
of trade, and (2) “monopoly” and “attempts to monopolize.” They were 
stated as follows: 

Sec. 1. Every contract, combination in the form of a trust or otherwise, or 
conspiracy, in restraint of commerce among the several states, or with foreign 
nations, is hereby declared to be illegal ... 

Sec. 2. Every person who shall monopolize, or attempt to monopolize, or 
combine or conspire with any other person or persons, to monoDolize any part of 
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the trade or commerce among the several states, shall be deemed guilty of a 
misdemeanor . . . 

Like many other legislative declarations of policy, the Sherman Act has 
been subject to a long series of interpretations by the Supreme Court by 
which its effective significance in application is revealed. This process 
continues today. 

The two chief questions in these cases are: (1) What activities are 
under federal jurisdiction under the interstate commerce power; and 
(2) how does the “rule of reason” apply to cases under the Sherman Act? 

1. Defining the scope of the interstate commerce power is a complex 
problem. We may say roughly, however, that control of sales in inter- 
state commerce has brought a business or a combination of businesses un- 
der the federal power, though until recently control of manufacture alone 
has not. 

2. The ‘*nde of reason" is an essential part of any application of a law 
that is as broad in scope as is the Sherman Act. In the early cases dealing 
with agreements in restraint of trade it was held that contracts entered 
into for other purposes, but incidentally restraining trade, were to be 
regarded as valid if the restraint was “reasonable”; all other contracts 
restraining trade were per se unreasonable. But this position was ques- 
tioned in minority opinions at an early stage in interpretations of the law. 
It was argued by these minorities that the “rule of reason” should be 
applied to all restraints of trade, ancillary or otherwise. By 1911 this 
position was taken by the majority in the now famous Standard Oil 
and American Tobacco cases.® Although the monopolies involved were 
broken up, the basis for the dissolution was not simply restraint of 
trade, but “unreasonable” restraint “aiming at monopoly.” This broader 
interpretation of the applicability of the “rule of reason” had little effect 
on loose-knit agreements to fix prices, divide territories, control pro- 
duction, since these practices were now simply regarded as “unreasonable” 
restraints of trade (whatever the portion of the market covered) J It is 
probable that the position taken in and since 1911 has led to more lenient 
treatment of integration into close-knit federations than would otherwise 
have occurred; but so long as the statute does not take either extreme 
view, on the one hand that no integration is permissible or on the other 
that all integrations are permissible short of complete (100 per cent) 
control of the industry, the Court with or without the rule of reason must 
draw the line somewhere between the two extremes. To “repeal the rule 
of reason” would not repeal the uncertainty. 

• V. S, V. American Tobacco Co., 221 U. S. 106 (1911); Standard Oil Co. v. V. S, 
221 U. 8. 1 (1911). 

^“No greater tolerance of the attempted justifications of such restraints after the 
adoption of the rule of reason was evidenc^ by the courts thm during the period 
of its rejection. In the main and subject to minor exceptions, conduct which prior 
to 1911 was condemned as illegal restraint was held unreasonable per se thereafter 
and i^oe unlawful. The adoption of the rule of reason effected more of a change 
in tUloty than in actual practice.” (TNEC Monograph No. 38, p. 8.) 

♦ 
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Legislation of 1914 

Dissatisfaction with imcertainties in the interpretation of the Sherman 
Act and mounting concern over the prevalence of ‘‘unfair” methods of 
competition led to the passage of two acts in 1914 directly intended to 
remedy these situations. The first of these was the so-called Clayton Act, 
the second was the Federal Trade Commission Act. 

The purpose of the Clayton Act was primarily to clarify the Sherman 
Act in the light of the attitude taken by the courts under the “rule of 
reason.” Toward this end, the Act enumerated a variety of specific 
offenses that were to be considered illegal and “unreasonable.” These 
prohibited practices were: (a) price discriminations among different buyers 
of a commodity: (b) “tying contracts,” which obligate the buyer of a com- 
modity to buy certain other commodities or materials to use with it, such 
as typewriter ribbons with a typewriter; (c) acquisition by a corporation 
of more than a limited amount of stock in a competing corporation; and 
(d) interlocking directorates in directly competing corporations (except 
banks and common carriers) of more than $1,000,000 capital, surplus, and 
undivided profits. But since each of these prohibitions was qualified by 
the phrase, “where the effect will be substantially to lessen competition 
or tend to create a monopoly,” the Clayton Act effected very little change. 

The Federal Trade Commission Act set up the body of the same name 
to provide a means of extending control over practices in restraint of 
trade and to carry on investigations to provide the basis for further 
legislation. The Commission’s control was intended both to prevent the 
growth of monopoly through “unfair methods of competition” and to 
check exploitative practices of monopoly directly. The Commission was 
to hold hearings where illegal practices of either sort were suspected, 
either on its own initiative or on complaint of injured competitors, and 
to hand down “cease and desist orders” where the practices actually 
were found to be illegal. It was hoped that the Commission would both 
aid in checking monopoly practices and eliminate a large portion of 
the uncertainty arising out of the slowness of the courts in determin- 
ing in particular cases what practices were “reasonable” and what 
“unreasonable.” 

From 1919, when the first major case involving an appeal from a FTC 
decision reached the Supreme Court, the powers of the Commission have 
been reduced to a very minor level so far as enforcement of the Sherman 
Act is concerned. The Supreme Court has consistently held that decisions 
of the FTC must be based on exactly the same considerations of “reason- 
ableness” as those of the regular courts, and that it is for the courts, not 
the Commission, to determine what constitute acts that “unreasonably” 
restrain trade. Other factors have further limited the powers of the 
Commission. It cannot hold a practice illegal if only one competitor is 
injured, because it is authorized only to protect the “public interest.” 
On the other hand, it cannot hold an act illegal that injures only the 
consuming public but does not injure competitors, because it is not author- 
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ized to protect the consuming public. Thus in 1930 a company was 
required to desist from false advertising of obesity “cures,” but the order 
of the Commission was overthrown by the Court because no other com- 
panies were selling similar cures and making similar claims. 

The result has been that the Commission has been largely restricted 
to the hearing of a multitude of relatively minor cases on unfair trade 
practices, especially among small businesses. In this field, however, the 
Commission has done exceptionally valuable work. Its annual reports 
provide fascinating reading, revealing as they do the vast multitude of 
trade practices engaged in to mislead and defraud consumers and to gain 
business from competitors. Hundreds of orders have been handed down 
requiring sellers to cease advertising silk substitutes as real silk, machine- 
made lace as genuine Irish hand-made lace, patent medicines as sure cures 
for everything imaginable, retreaded tires as new tires, and other such 
practices. In recent years, the Commission has relied increasingly on 
“trade practice conferences” with industry representatives to eliminate 
such unfair practices; these joint conferences draw up programs of fair 
competition that are then adopted as the standard for the industry. Such 
voluntary conferences have proved much more effective in covering a 
wide range of cases than the older practice of investigating single cases 
or waiting for complaints from competitors. The trade practice stand- 
ards established at such conferences, although they are primarily intended 
as protection for members of the industry against each other, in effect 
provide a considerable protection for the consumer. 

Enforcement of the Antitrust Lows 

There has never been a full-fledged effort to enforce the antitrust laws. 
Until recently, staff has been inadequate for investigation of offenses, and 
enforcement has therefore been erratic and infrequent; erratic and infre- 
quent prosecutions have exaggerated uncertainties among businessmen 
concerning the content of the law in many situations ; and penalties have 
frequently been either too light or too severe. 

The new attack on restraints of trade since 1 938: staff and scope 

The inadequacy of staff and resources available for antitrust enforce- 
ment has been a glaring defect of public policy. Even the famous “trust- 
busting” campaign under President Theodore Roosevelt at the turn of the 
century was conducted with a staff of only five lawyers and four stenog- 
raphers. The results of that campaign were dramatic, focusing on the 
most gross contraventions of the law by big business; but such an attack 
cannot rid the economy of the many restrictive practices with which it is 
riddled in hundreds and thousands of small corners, practices that add 
up to a tremendous total effect. Although the staff of the division was 
gradually expanded, it was impossible until very recently to conduct mdre 

than four antitrust cases at one time.® Interest in enforcement waned, 

— - - - 

* Elllwards, Corwin D.,^ The Function of the Antitrust Laws in the American 
Economy f ^ddress before the Trade and Commerce Bar A8^x>ciatioii, February 29, 
1940. Mimeographed, p, 7. 
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and initiative in bringing up cases was left largely to private complaints. 

At the end of the ’thirties Thurman Arnold became head of the Anti- 
trust Division and the government undertook a major campaign to bring 
life into the antitrust laws. The department was expanded until by 
1941 it had a personnel of more than three hundred. With this expanded 
personnel it was now possible to change the methods of approach in two 
very significant ways: 

1. Instead of waiting for complaints, the Antitrust Division took the 
initiative in ferreting out violations of the law in many industries and 
many places. 

2. A frontal attack on restrictive practices in all the branches of an 
industry replaced the case by case approach of earlier days. The prose- 
cutors included restraints practiced by labor® and agriculture as well 
as by business groups. Especial drives were first directed against re- 
straints affecting housing construction and against restraints in the 
processing and marketing of foods. Almost unbelievable collusive ar- 
rangements were uncovered in the investigated industries. 

The breadth of the investigation created an impact that would have 
been impossible on the case by case approach of earlier times. Persons 
who had long argued that the antitrust laws were unenforceable were 
awakened with a shock; businessmen, farm producers and marketers, 
and labor union leaders, who had become accustomed to public tolerance 
of monopolistic practices, were even more rudely awakened; but the 
general public, learning for the first time of the collusion, monopolistic 
restraints, and graft and corruption so prevalent in the investigated in- 
dustries, possibly received the biggest shock of all. The broad enforce- 
ment of the law in each industry probably began to have some preventive 
effect, since offenders no longer considered themselves as relatively un- 
likely to suffer prosecution for illegal acts; and the Division received con- 
siderable cooperation from businessmen because the more systematic 
coverage was clearly both more equitable and more constructive in its 
effects.^® 


® Application of the antitrust laws to activities of labor groups has been sharply 
limited in recent Court decisions. See Chapter 33. 

Mr. Edwards’ comments on the importance of this simultaneous attack on re- 
straints throughout an industry are important enough to deserve extensive repeti- 
tion; “Isolated anti-trust cases may end particular restraints, at least for a time, 
but they accomplish little else. If in the housing drive we had prosecuted the Long 
Island Sand and Gravel Association this year, the Detroit tile contractors next year, 
and the Chicago stone cutters’ union the year after, we would have done sub- 
stantially nothing to reduce the cost of building and would have exercised no real 
deterrent effect upon the various groups we have not yet prosecuted. By summon- 
ing eleven grand juries simultaneously in key cities through the country and by 
presenting to them the related restraints of manufacturers, distributors, contractors, 
sub-contractors, and labor, we have undertaken prosecutions broad enough to ac- 
complish something. We have begun to reduce housing costs. In Pittsburgh the 
second unit of a low-cost housing project, for which bids were let after our work 
began, is to cost 9148 per room less than the first unit, which was begtm prior to 
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But even at its peak^ just before and in the early stages of the Second 
World War, the Antitrust Division was still inadequately staffed to 
really do the job that lay before it. A policing of the ground gained 
requires the provision of permanent field staff stationed in the various 
states to keep an eye on developments. Such a staff could do much to 
prevent a recurrence of illegal practices once they have been cleaned up, 
and to prevent the development of new budding restraints into hardy 
and tough weeds that would be difficult to eradicate. This was not yet 
possible when the war came and put something of a damper on the grow- 
ing effectiveness of the Antitrust Division. 

The relation between enforcement and uncertainty 

One of the most common complaints against the antitrust laws is that 
their meaning is too uncertain so that businessmen and other groups do 
not know where they stand. Insofar as this is a valid complaint it arises 
for three major reasons. 

First, because the act is very broad, there must always be some mar- 
ginal cases^ that are doubtful ; this is inevitable in the formulation of a 
program with sufficient flexibility to meet the continuously changing con- 
ditions, and the variety of techniques of restraint of trade that develop 
in a dynamic economy While some specifications may be useful, an 
attempt to specify in all particulars just what practices would be illegal 
would at once open the door to evasions and would prohibit, unintention* 
ally, practices of definite social usefulness. 

Second, an impression of uncertainty in application of the law arises 
when its enforcement is erratic. One businessman is prosecuted while 
others engaged in the same or similar activities get by unscathed. The 
frontal attack on an entire industry is a means of eliminating this type 
of uncertainty and arbitrariness. 

Third, when resources for enforcement are inadequate prosecutors must 
necessarily focus attention on the most obvious and flagrant cases, so 
that many issues are never cleared up by being brought out for an airing. 


our investigation. We have induced many building groups to clean house volun- 
tarily, not only in the cities in which we are at work but elsewhere. We are creat- 
ing an environment in which particular industries and trades can proceed on a 
competitive basis without feeling that they are merely being suckers for some other 
group’s benefit. Because this kind of program is constructive, most of the groups 
m the building industry have given it warm support without regard to any risks 
that they may personally run, whereas if we were engaged in haphazard prosecutions 
we would encounter last-ditch resistance. The constructive aspects of the policy 
and its persuasive influence upon the opinion and behavior of the industry are due 
to the fact that we have been able to prosecute upon something approaching an 
adequate scale.” (Ibid., pp. 7-«.) 

, «P®aking of this problem to a group <rf lawyers, Mr. Edwards remarked: 
“ “ ^ feasible to write into a statute the details of such a law. An effort to do 
probably would mean that business men, well-advised by the members of your 
ingenious piofecsion, would find little difficulty in evading the law’s purpose and 
li»t many innocent activHie* would be forbidden by badvertence.” (Ibid., p. 10.) 
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Penalties under the Sherman Act 

The government may follow two kinds of procedures in prosecutions 
under the Sherman Act. The first is a procedure in “equity” under the 
civil law. Such a procedure culminates merely in an order to cease and 
desist from a continuation of the illegal practices. There may be dissolu- 
tion of an organization with reorganization of the industry, but there is 
no real penalty here to make the offenders worse off than had they obeyed 
the law right along. Such action exercises no deterrent effect on other 
businessmen who may be engaging in the same kinds of activities. The 
second is a criminal procedure. Prosecution as criminals, with the possi- 
bility not only of fines but of imprisonment, with all the stigma attached 
to such an experience, may be a very effective penalty. But in some cases 
it is regarded as a penalty that is too harsh, and it may therefore prejudice 
a court against declaring an offender guilty. Whether penalties in civil 
law can be and will be developed which are adequate to handle the 
situation remains to be seen ; revisions of the law to provide such penalties 
as alternatives to criminal prosecutions have been recommended by 
Mr. Arnold and other members of the Antitrust Division. 

Can an Antitrust Program Preserve Competition? 

Attitudes toward the future of American economic life vary from 
enthusiastic optimism to deep gloom. Attempts to examine and formu- 
late criteria of social welfare, and to study their implications for policy 
making are permeating wide circles where for many decades these 
matters have received relatively little thought. Extended surveys of 
the structure and operation of the American economy provide a vast 
body of information previously unavailable. Thousands of black marks 
have been scored up against that economy, and hundreds of specialists 
are giving concentrated attention to erasing these blots on the scutcheon 
of Democracy. The problems are complex. The goals of encouraging 
abundant production and progress seem simple enough in themselves, but 
the attempt to realize them presents vast problems. Their solution re- 
quires the development of techniques for breaking down restrictive prac- 
tices while retaining the economies of large-scale production. Their solu- 
tion requires a simultaneous solving of the problems of transitional 
adjustment and protection for those who become stranded in industries 
and productive activities that are on the wane in the dynamic evoluticm 
of economic life. Out of the maze of material that we have discussed in 
the immediately preceding chapters, what guiding threads may be drawn 
to lead us to wise solutions to these problems? 

Competition is a process by which in a free enterprise economy conflicts 
between different groups are resolved and the whole economy brought into 
balance; it is the mechanism that keeps open the channels of trade, thus 
stimulating improvements and abundant production. The antitrust 
policy that has been developed in America is designed to preserve this 
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competitive mechanism as a guarantee of protection to the population 
as a whole. Opinions vary as to the degree to which competitive prac- 
tices can be preserved. We are now in a position to evaluate the role 
of antitrust laws in preserving competition. 

The meaning of "competition" in the 
application of the antitrust laws 

“Competition” as the term is understood by the ordinary businessman 
is a much broader term than the “pure competition” of economic theory. 
No sane person would today argue that it is feasible to create an economy 
characterized in large part by “puro” competition,” even though in some 
phases of economic activity conditions approximating pure competition 
are clearly evident. But many people argue that it is feasible to pre- 
serve and to increase effective competition as a regulator of economic 
adjustments. What is this competition that we are seeking to preserve? 

To many people the term “competition” means simply that two or 
more sellers are trying to attract the same customers or that two or more 
buyers are bidding for the same goods or services, and that these rivals 
are active in their rivalry and have not entered into unified programs of 
collaboration. Frequently there is the additional implication in con- 
sidering competition that there is freedom for new firms to enter into a 
market, and when people are arguing for preservation of free competition 
in this respect they usually mean also that these new firms should be 
allowed to appear and grow without having to encounter and overcome 
unfair discriminatory practices directed against them. While these con- 
cepts are very hazy in common speech and thought, they nevertheless 
approximate closely certain of the analytical concepts that were intro- 
duced in earlier chapters of this book. 

1. The term “aggressive competition” was used to describe competitive 
behavior that would follow if each of a group of rival firms simply reacted 
to existing market conditions without considering the effects of its actions 
on the policies of rivals. We saw that in oligopoly and oligopsony situ- 
ations price competition (and frequently quality competition as well) 
tended to be nonaggressive even when there were no formal collusive 
agreements, and that the results of such tactics were very similar to those 
that would follow from more formal collaboration between rivals. In 
the common use of the term the nonaggressive policies involved in tacit 
or formal collaboration would be regarded as noncompetitive; and the 
“preservation of competition” would then involve the enforcement of 
conditions that would generate “aggressive” competition as we have 
defined it. (See Chapter 23.) 

2. Popular and scientific use of the phrase “freedom of entry” are very 
much the same. Such freedom exists when a new firm is free to enter 
an industry or a production area on the same terms as those already 
established in that market. Interferences with freedom of entry take all 
the mai^r. forms described in preceding chapters, and especially in the 
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discussions of foundations of power in Chapter 26. A policy of pre- 
serving competition would then involve the elimination of all “unreason- 
able” restrictions on the entry of new firms. 

Oligopoly and restraint of trade in the antitrust program 

The pursuit of uniform and coordinated programs in pricing and market 
sharing tends to some extent to characterize most industries in which the 
number of firms is small. When there is overt collaboration, antitrust 
enforcement is relatively easy, but when there is merely tacit following 
of a leader or consideration of the reactions of rivals the problem is much 
more difficult. Let us consider these two kinds of situations in some 
further detail. 

Out and out agreements between different firms to pursue coordinated 
market policies are often considered to be old-fashioned and quite out 
of the picture “now-a-days,” but to harbor this idea is to harbor an 
illusion. In fact, as some of our previous discussions have indicated, this 
is a very common practice at the present time. Members of the Antitrust 
Division claim that such cases can easily be tracked down if the staff 
of the Division is adequate, that agreements of this kind, however secret 
they may be, leave inevitable traces. 

If there are many persons in the conspiracy, one of them is almost sure to 
develop a grievance and turn state’s evidence. If the plan is complicated, it is 
almost certain to leave written records. If no letters or memoranda are written, 
there is evidence that meetings were held and evidence of the identity of action 
which followed the meetings. If files have been stripped, stray carbons and 
references to the missing documents in other documents make it possible to trace 
what happened. Once proved, a collusive agreement is relatively easy to 
terminate by law, since it operates through a system of joint action which may 
be stopped.^* 

Once such a case is tracked down there is little doubt as to how it will be 
handled in the courts. Collusive agreements to raise prices, curtail out- 
puts, and share markets have been consistently regarded as unreasonable 
restraints of trade. There is no possible defense that such practices 
involve important economies of production, as is argued in cases of big 
business consolidations. 

Insofar as uniform policies are due merely to following a leader or to 
consideration of rival reactions by each of a small group of firms, results 
may be quite similar to the clear cases of collusion, but it is extremely 
difficult to distinguish between actions that are legitimate and actions 
that interfere with competition. In these cases there is rarely a suffi- 
ciently clear basis for the bringing of an antitrust charge. Only when 
there are overt threats and business practices clearly designed to destroy 
firms that fall out of line is there much that can be done about the sitq- 
ation. Yet the individual pursuit of nonaggressive practices in the 
markets may lead to high selling prices (or low buying prices) , restricted 

Edwards, Corwin D., “Can the Antitrust Laws Preserve Competition?” Ameu 
icon Economic Review, March Supplement, 1940, p. 176. 
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|>roduetion, and high profits that persist over very extended periods of 
time. To break up such tacit collaboration would be impossible under 
the existing interpretations of the antitrust laws, and it is probably not 
feasible to develop any kind of law that would get at such practices 
directly. 

The problem of size 

The most basic issue in the attempt to preserve competition centers 
in the problem of size of enterprise. Is it feasible to preserve efficient 
production in business units small enough so that most markets can con- 
ceivably be characterized by active competition? Opinion is unanimous 
that some industries, as local light and power companies, must be regu- 
lated monopolies; we have already a long tradition of government regula- 
tion in “public utilities.” The spheres in which the issue of efficient size 
as affecting market controls looms large are those in which there tend 
to be a small number of firms. It is probably impossible to force aggres- 
sive competition where firms are few. We can cope with tacit oligopoly 
restraints on competition only by removing their cause, the existence of 
a small number of rival firms. 

Action directed against the formation of close-knit federations is 
essentially preventive action; it is intended to prevent the formation 
of business units that will make possible domination of a market and 
consequent restrictive price and production policies. Public policy in 
this matter has, however, been wholly inadequate. It has been confined 
in large part to cases in which the business integration would involve 
consolidation in one firm of a very large share of the total productive 
capacity in an industry, but has paid little heed to the implications of 
increasing size where there were still several major rival firms. It has 
focused on particular kinds of integration, the trusts and holding com- 
panies, but has failed to curb in any way the development of big business 
consolidations through mergers and acquisitions. The tremendous 
splurge of such integrations in the ’twenties greatly increased the difficulty 
©f enforcing competitive practices in American industry by facilitating 
•ffective tacit collusion among small numbers of large concerns. Those 
©bjjecting to proposals to curb mergers argue that such integrations make 
poBsible much greater production efficiency and hence lower costs; but 
tibcre is very general evidence to show that most mergers (as well as 
holding companies) are profitable primarily because of the monopolistic 
controls resulting rather than because of any lowering of production costs. 
Whether there will be any real attack on this problem in the years fol- 
lowing the war remains to be seen; but this is clearly today a major gap 
in a program designed to preserve competition as a mechanism for con- 
trolling economic adjustments.” Finally, how far a well-enforced pro- 

^ Mr. Edwards of the Antitrust Division express himself on this matter in very 
strong terms; 

"A solution of the problem of i^e is the heart of the question whether competi- 
tion can be preserved by the anti-trust laws. Without competitors there can be so 
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^aiH preventing mergers can go in preventing concentration of production 
in a few enterprises in an industry will vary from one industry to another. 
Whether such a policy, supported by other aspects of a program designed 
to preserve competition, can ‘free the major part of the American economy 
from tacit oligopoly collusion remains an open question. 

Some people believe that economic changes are rapid enough so that by 
preventing the further development of large business concentrations in 
the future we shall be able to handle the problem of size as a basis of 
market controls. Other writers suggest going further than this by 
breakingiiUp existing large enterprises into smaller units. Such a policy 
could be carried out in some industries without any significant loss of 
production efficiency, since the principal economies of size are the tech- 
nological economies embodied in the operation of separate plants or 
establishments, and big business organizations are commonly firms in- 
cluding a number of separate establishments. But in many sectors of 
the economy this is not the case. The practical difficulties, especially 
the political difficulties, involved in carrying out such a sweeping program 
are terrific, though it is debatable whether or not they are overwhelming. 

The problem of bottlenecks 

Bottlenecks in economic activity create and support monopolistic con? 
ditions that are then difficult to handle under any program designed to 
foster active competition. In Chapter 26 we listed five types of bottle- 
necks : transportation facilities, marketing channels in buying and selling, 
raw material and power sources, patents, and labor supply. Closely re- 
lated are the exclusive positions created by some of the laws setting 
minimum standards — for example, certain features of local building 
codes. The remedy for these under the antitrust laws is slight indeed. 
Much of the centralization of control of transportation and of marketing 
channels reflects genuine economies of large enterprise; insofar as this is 
true the problem of size emerges again in a form that suggests. that some 
policy of regulation instead of enforced competition may be required. 

competition; and with the present trend of corporate growth the disappearance of 
most competitors in many industries can be foreseen. Expansion for efficiency’s 
sake probably is a self-limiting process; but expansion by fusion obviously is not. 
If this trend can be halted or reversed, the other problems involved in the enforce- 
ment of the anti-trust laws will amount to no more than the ordinary problems of 
making an administrative agency effective. If, however, the scale of business is to 
continue to grow not only by expansion but by unchecked merger, it will be neces- 
sary to accept oligopolistic price policies as typical and to fight the battles against 
complete monopoly only as last-ditch struggles in a war already lost. Such a 
prospect would require the community to consider adopting types of industrial 
control which operate directly upon the policies of corporations, in recognition of 
the fact that a giant concern with powers not limited by its rivals in the market is 
a quasi-public enterprise. Such a development would involve, not the making of 
exceptions to the antitrust laws, but the preseiv^ation of the areas of competition sis 
exceptions to the general econonaie policy. I do not relish tha* prospect, for it would 
require a vast machinery of control over the detail of industrial decisions; and in 
my judgment governmental control is one of our socir-l resources which should be 
carefully economized.” Ubid., 179.) 
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Similar problems arise in connection with controls over raw materials 
and power somces; though antitrust action can by itself do something. 
In the case of the Aluminum Company’s monopoly of bauxite two 
remedies outside the antitrust program suggest themselves, both con- 
sistent with a program designed to further competition: repeal of the 
tarill that has prevented foreign bauxite from competing in the markets 
of the United States, and encouragement to the financing of producers 
using a new process that makes possible aluminum manufacture out of 
other clays. The importance of patents as bases of monopolistic power 
has received increasing attention from students and the general public; 
here antitrust policy might be bolstered by a revised patent law. Public 
policy toward the manipulation of labor supply as a bottleneck must be 
part of a whole broad program dealing with labor problems. 

Clearly the breaking of bottlenecks cannot be accomplished by the 
Antitrust Division alone. It can accomplish only a small part of the 
task. Some bottlenecks may be broken through other aspects of public 
policy designed to foster competition. Some are unbreakable, and call 
for direct government regulation which will make the use of the facilities 
(for example, oil pipe lines) available to all on equal terms; in this way 
the inevitable centralization of control at one point will be prevented 
from spreading into a huge web of monopolistic power. Each case re- 
quires examination in detail, though to all we may bring the same broad 
criteria of fostering abundance in the full use of resources. 

The income problem 

In an attempt to evaluate the possibilities of preserving and encour- 
aging competition through antitrust policy, we cannot ignore the awkward 
problem of income adjustments for those who get caught in stranded 
economic positions. It is this focus on the income problem that explains 
in large part the recent government- fostered cartelization in agriculture 
and coal production that has been described in previous chapters.^* How 
can a policy be formulated that will facilitate the shifting of human 
resources out of these spheres into productive use, and at the same time 
prevent severe suffering for those most immediately involved? Can such 
a policy operate consistently with, ft program such as antitrust, designed 
to foster active competition? 

Public policy may be directed toward removing the cause, and curing 
the malady. The causes that bring about problems of economically 
stranded groups are partly the broad changes that occur in a dynamic 
society over long time periods, partly the changes associated with wars, 
partly those associated with general business fluctuations (commonly 
called business cycles) . They are also due to monopolistic practices that 
lead to the building up of excess capacity in an industry. Adjustment 
to gradual long period changes are easily brought about by a consistent 
program to foster mobility out of contracting and into expanding eco- 


Chapters 26 and 27 . 
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nomic areas — largely through providing increased information, voca-» 
tional training and vocational guidance. These programs are in fact 
ways in which government can help bring about economic conditions that 
more nearly fulfill the requirements of a competitively operated economy. 
The stranded groups resulting from war activity are not so easily pre- 
vented, and are in a sense publicly or collectively caused. Here there 
falls on government an especial responsibility for providing re-training 
for the stranded people and thus creating the mobility that is necessary 
for readjustment. This again is consistent with the bolstering of an 
antitrust program designed to foster competition. The problems created 
by busfiiess cycle changes will be discussed in later chapters; but here 
we may merely note that removal of monopolistic obstructions is one 
of the most important points of attack generally argued to prevent or 
modify general business fluctuations. Insofar as stranding is due to 
monopolistic practices, antitrust policy obviously contributes to prevent- 
ing the occurrence of this situation. 

Unfortunately, these suggestions are not or at least have not been 
regarded as enough; nor have they been effectively tried out. It has 
seemed easier simply to step in and help the depressed industry get a 
higher income by collaborative price and output policies. This policy has 
been and is being tried, as in the case of bituminous coal. It has usually 
been justified at first as a temporary transitional program; but experience 
seems to indicate two things. Like the tariff, once initiated it is difficult 
to get rid of ; and instead of encouraging mobility out of the contracting 
market it may actually exaggerate the surplus problem and therefore 
the need for assistance. New justifications of the intervention appear — 
principally the argument that through collaboration greater stability can 
be attained to the interest of producers and consuming public alike. It 
is also argued that where many small producers are dealing with oligopoly 
or oligopsony groups, they need the protection of collaborative action of 
a cartel type. These arguments simply lead us back to the problems of 
size and of bottlenecks discussed in the last two sections. Thffey are not 
a part of the income problem as such. 

Antitrust in a changing scene 

The preservation and encouragement of active competition is only one 
way of seeking abundance and progress; though many would regard it 
as the only way which is both feasible and compatible with the function- 
mg of democratic institutions as we know them in our individualistic 
inheritance. Antitrust is the main but not the only cog in a mechanism 
for implementing competitive controls. 

As the structure of economic life becomes increasingly complex, and 
as control of economic actions shifts to larger groups and more powerful 
units, the task of an Antitrust Division becomes increasingly difiicult. 
At the same time we see more clearly than ever before the necessity of 


Chapters 44 and 45. 
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integrating antitrust policy with other aspects of public policy. There 
are many conflicts in public policy today— a few of them have been 
indicated in the last few chapters, but there is much that lies beyond 
our brief comments. Antitrust policy is applied in an economic setting 
tile structure of which is changing; it is applied as one aspect of public 
policies that are ramifying into more and more detailed governmental 
control of industry. In some economic spheres public policy may be 
coordinated along many fronts to support the effort to maintain and 
encourage competition. In others we are forced to seek abundance and 
progress in other ways. 

The degree of success attained in an antitrust program will depend not 
only on that program itself, but on how actively it is enforced and how 
well other aspects of public policy, such as the handling of patents, are 
coordinated with the antitrust program. To the extent that it succeeds 
in its task, antitrust action clears the way for efficient use of resources 
through individual initiative with a minimum of governmental control 
and pressure politics. 



CHAPTER 29 


Public Utility Regulation 


The cases just cited show that, while, ordinarily, free competition in the 
common 'callings has been encouraged, the public welfare may at other times 
demand that monopolies be created. Upon this principle is based our whole 
modern practice of public utility regulation. It is no objection to the validity 
of the statute here assailed that it fosters monopoly. That, indeed, is its design. 

These are the words of Mr. Justice Brandeis in his famous dissenting 
opinion in the Oklahoma Ice Case. The principle expressed grows out 
of the characteristics of most public utilities such as water, electric, and 
telephone companies. They are believed to be in some special manner 
or degree “affected with a public interest.” They usually share with 
some of the industries regulated only under the general antitrust laws 
certain traits that make pure competition impossible, and they are usually 
more efficiently operated as simple monopolies than as duopoly or oligop- 
oly industries. 

The distinctions between industries that are and those that are not 
public utilities have not always been consistent and no clear separation 
can be made in our analysis. Some businesses have been considered in 
a special class as “public callings from time immemorial” in the legal 
phrase. Others have been added to the list in more recent legal history. 
Some industries may be subjected to special regulation, as of prices and 
rates, and yet not be made monopolies by the granting of public utility 
franchises. These are in an intermediate zone between the industries 
subject only to the general antitrust laws, and those industries that are 
generally classed as “public utilities.” The final diagnosis as to classifi- 
cation of an industry is the opinion of the court. This opinion is based 
on precedent, on the economic characteristics of the industry in question, 
and on the political-social attitudes of the currently dominant policy 
makers. 

Those economic characteristics of an industry that are most likely to 
result in the treatment of the industry as a public utility were suggested 
in the first paragraph of this chapter: (1) The optimum scale of enter- 
prise is so large relative to the size of the market that pure competition 
is impossible. Frequently in fact simple monopoly is more economical 
than duopoly or oligopoly; that is, this is a decreasing cost industry. 
(2) The services of the industry may be considered “essential,” this 
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essentiality being partly in the nature of the service provided, partly in 
the absence of any satisfactory substitutes. Thus no one food is usually 
regarded as “essential," but water is. Milk has been a subject of con- 
siderable dispute. When consumers have no recourse to close substitutes 
for “essential” goods, they are easily exploited. (3) Duplication of serv- 
ices may lead to inefficiency and inconvenience to consumers. As those 
who have seen a flank of four streetcars on the streets of San Francisco are 
aware, two streetcar lines congest traffic unduly. Two sets of power lines 
blacken the skyline of Seattle as well as increase the costs of providing 
electricity. Residents of Mexico City and even of some small towns in 
the United States are forced to have two telephones if they wish to be in 
touch with friends subscribing some to one system, some to another. 

The list of industries generally considered public utilities has slowly 
expanded with changing social attitudes -and rising standards of living. 
Water, gas, electricity, street railways and buses, and telephone and 
telegraph service are the industries today generally accepted as public 
utilities properly subjected to stringent control. In an intermediate 
category are the railroads and other “common carriers" such as interstate 
truck and bus lines. Air transportation appears gradually to be falling 
into the same group. In these intermediate cases there appears to many 
observers to be a place for some competitif'n among a few firms at the 
same time that it is generally agreed that a considerable amount of 
governmental regulation of rates and competitive practices must be exer- 
cised; the conflict arises over how extensive this regulation should be. 
Still more indefinite is the case of milk distribution in urban communities, 
an industry in which competition has dwindled steadily and in which the 
wastes of cost-raising rather than price-reducing competition are obvious 
and important. There is reason to suppose that this may be the next 
industry generally accepted as at least a quasi-public utility, although the 
speed with which such changes occur varies widely from one case and 
period to another. 

The relative magnitude of the public utilities in our economy today 
is often underestimated. There are well over 20,000,000 telephones in 
use in the United States, with millions of miles of wires. Over 80 per 
cent of the homes in this country are equipped with electric service. Gas 
and central water supply service are available in virtually all urban 
centers and in many rural communities. Rail, truck, bus, and telegraphic 
facilities reach into every corner of the nation. In total, the public 
utilities have recently accounted for around 12 per cent of the income 
produced in the United States, an amount approaching $10,000,000,000 
in 1941. Measured in terms of employment their relative importance is 
smaller, because of the small proportion of labor to material agents in 
the utilities; for the same reason, in terms of physical capital employed 
the utilities bulk correspondingly larger. Yet the railroads alone employ 
directly over 1,000,000 persons. 

' The public utilities accoimt for a large and vital portion of our economy 
under complete or very substantial government control. Their impor- 
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tance emphasizes the significance of the regulatory problems involved. 
Tens of millions of consumers, billions of dollars of investment, millions 
of public utility employees are intimately affected by the policies adopted. 
With the apparent trend toward classification of more industries as 
utilities, present policies take on an additional importance since policies 
once adopted are later cited as precedents for further actions. 

Regulation of public utilities has many facets. Important among them 
are the following: (1) grants of special privileges supporting or strength- 
ening monopoly position; (2) protection of consumers by control of 
quantity and quality of service; (3) protection of consumers by control 
of rates charged, and (4) protection of consumers and the general invest- 
ing public from financial manipulations by “insiders” in public utility 
holding, companies. Before examining these problems, however, we 
turn briefly to a consideration of the machinery of public utility regula- 
tion. 


The Machinery of Regulation 

The basic public utilities have long been subject to special govern- 
mental regulation as being “specially affected with the public interest.” 
Under the common law they were viewed as industries that, generally 
having an exclusive position in the field with the right of eminent domain, 
were properly required, witliin the limits of their capacities, to serve all 
comers impartially at reasonable prices. Early in the history of the 
United States, many municipalities and a few states attempted to 
regularize and further establish the rights and duties of public utilities 
by enacting statutes and ordinances for this purpose and by granting 
franchises bearing both special privileges and duties. Such control 
methods seldom proved satisfactory for long. Often the provisions were 
carelessly and loosely drawn ; even when they were not, their inflexibility 
in periods of rapid change led to violation or simply disregard of their 
terms by all parties. 

Gradually the need for more flexible forms of regulation gained wide 
recognition, and through the middle 1800’s several states established 
regulatory commissions of one sort or another. These early commissions 
were solely advisory in nature, their chief functions being to collect and 
disseminate information and to make recommendations to state legisla- 
tures. Most of them were originally railroad commissions, and following 
the Civil War a gradual trend toward granting some mandatory powers 
to the commissions was apparent. 

Despite their limited powers and scope of action, the work and experi- 
ence of these early commissions provided a valuable foundation for the 
wider powers that they have since accumulated. From the start of the 
century commission powers began to be extended beyond the railroad field 
into the other utilities, primarily water, electricity, telephone, and gas. 
Beginning with the Public Utility Laws of Wisconsin and New York in 
1907, commission regulation began a rapid growth that has culminated 
in almost complete control through this medium in the entire United 
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States. Superfieially, the fonn of control through municipal ordinances 
and franchises continues in some areas, but with questions of rate and 
service controls largely removed to the state commissions, municipal con- 
trol is of limited significance. State utility commissions have steadily 
been strengthened, and in recent years this increase in power has been 
accompanied by a serious effort to get more competent, impartial persons 
on the commissions to remedy a weakness in personnel that has long 
oeen widely recognized in the utility commissions of many states. At 
present, in the more advanced states commissions have virtually complete 
power over the utilities that they regulate, as to granting and withdraw- 
ing of charters, as to type of service provided, and as to rates charged. 
In other states, commissions' powers are substantially less far-reaching. 

Superimposed on this emergence of the state commission form of 
control has been increasing regulation by the federal government. The 
Interstate CnmtT)prp.P j^r ^^ of 1887 ^ established federal control over inter- 
state carriers through the commission form, but it was not until the 
decade of the 1930’s that the federal government finally acted to take 
control over the prices of electricity and gas sold at wholesale in inter- 
state commerce and to encourage a more integrated and rational public 
utilities system for the nation. The federal control is administered in 
large part by the Federal Power Commission, which in addition to its 
own duties gives frequent aid to the various state commissions. From a 
somewhat different angle the Securities and Exchange Commission exer- 
cises a considerable degree of federal power over the utilities through its 
activities in regulating the character of corporate securities sold on the 
major exchanges and through its specific power to investigate and force 
public utilities holding companies to simplify and integrate their struc- 
tures. 


Privileges Granted Public Utility Companies 

Two important privileges are frequently granted public utility com- 
panies: (1) the exclusive right to operate in certain markets and (2) the 
right of eminent domain. Both of these kinds of grants may benefit 
the general public under certain conditions and when accompanied by 
careful regulation of the activities of the firms involved. 

The exclusive right to operate 

It may at first seem strange that entry to an industry should be con- 
fined by law to just one firm. This may, however, be clearly in the 
public interest under both or either of the following conditions: (1) in a 
“decreasing cost industry" and (2) in an industry in which consumer 
interests in quality and convenience of service are much better served 
by one firm only than by two or more firms. 

^ 1. When the optimum scale of enterprise is very large relative to the 
Sue of the market, pure competition is obviously impossible. In most 
paUio utility industries, moreover, production by one firm is more eco- 
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nomical than either duopoly or oligopoly; the industry is characterised 
by “decreasing costs.” Yet if there were nothing prohibiting the entry 
of a second fima it might quite readily appear, sharing the market with 
the first enterprise. This would in no way benefit consumers since com- 
petition between two firms offers no safeguard, and if the industry were 
truly a “decreasing cost” industry any given output of the two firms 
together would be produced at greater cost than had one firm produced 
it alone. 

2. At least equally important is the inefficiency and inconvenience to 
consumers that may result from duplication of some types of services. 
Examples of the inconveniences of such duplication have already been 
cited. Provisions granting exclusive rights to a single company are 
obviously, a method of preventing these developments. 

The right of eminent domain 

There are many circumstances in which the interests of the general 
public require that some private property owners be forced to give up 
their property in return for a compensation at a “fair value.” To lay 
out a railroad, for example, would be an almost insurmountable task if 
occasional stubborn property holders dotted along the line refused to 
give up their land for any reasonable sura (or even for any sum at all). 
The right of eminent domain is the right to compel such an individual to 
sell out where it is “in the public interest” that he do so. Many public 
utility companies may exercise this right under certain important limiting 
conditions designed to prevent unjustified exploitation of their power. 

Regulation of Quality and Quantity of Sales 

A number of very complex considerations are involved in the attempt 
to protect consumers of the products of public utilties. Among them 
are questions as to the qualities of services provided, and where, to whom, 
and in what quantities they shall be made available. Controls over 
quality of service are very weak and largely indirect by-products- of 
rate regulation. Controls over the scope of sales are both direct and 
indirect. 

^ The first protection to consumers necessary in the granting of exclu- 
sive privileges is the guarantee that all consumers who wish to pay for 
the service shall be granted the privilege of using it without unfair dis- 
crimination. The utility is thus required to serve all donsumers wishing 
the service at the established rate. This requirement is so obviously im-’ 
portant as to require no further comment. 

A major problem sometimes arises with regard to the establishment of 
new branches of a utility in previously unserved areas. Rural electrifica- 
tion is a striking example. There has been no clearly established and 
generally accepted criterion on which to base decisions of this sort. In- 
creasing heed is, however, being paid the thesis that where addition of 
a new branch of utility services can add more to revenue than it will add 
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to costs the expansion “should” be undertaken; this would be consistent 
with the *‘be8t” allocation of resources even though the new group served 
would pay less than its “share” of the general overhead costs. In actual 
practice understanding has been incomplete and policy has been mixed. 
In some cases commissions have taken steps to require utilities to extend 
their services into new areas, even though the additional costs could not 
be covered from the new consumers, and were assessed back on other parts 
of the companies' activities. Likewise, a utility may not suspend any 
part of its services without permission of the commission, and in a 
number of cases such permission has been refused. 

Indirectly quantity of services offered is controlled through the regu- 
lation of rates charged for utility services; these rates, once determined, 
become incidentally a basis of control of quantity of service because the 
utilities are required to offer all that is wanted at the established rate. 

Rate Regulation 

Public utility “rates” are the prices charged for utility services. Of 
what have these rates been made? Probably of a large portion each of 
power pressures and ignorance with a small flavoring of analytically 
formulated economic criteria. Unfortunately it is only recently in most 
states that commissions have made real strides toward high standards of 
competency and social responsibility in membership and operating per- 
sonnel. 

The basis of all utility rate regulation for years has been the famous 
case of Smyth vs. Ames (1898) in which the Supreme Court decreed that 
rates must be set so as to provide a “fair return on a fair value” of the 
public utility investment. Any lower return would be confiscatory under 
the Constitution. Reference to the promotion of consumer welfare is 
conspicuously absent. 

This pronouncement of the Supreme Court has left two basic problems 
to be determined: what is a “fair return,” and what is a “fair value” on 
which the return is to be calculated? 

The problem of a “fair return" 

The question of a “fair return” has been easily resolved by the courts 
and applied by the commissions. For the period of the 1920’8 the various 
state courts generally held 7 per cent or 8 per cent to be a fair rate of 
return to investors. Through the bitter depression of the early ’thirties 
'this position showed little change, and it was not until the latter half of 
that decade that rates of around 6 per cent came to be considered proper 
by the courts. Through prosperous periods the returns dictated by the 
courts on investments in utilities have been, to say the least, very gen- 
erous, in view of the virtually riskless nature of such investment. In 
depression the courts’ “fair” rate of return on utility investment has been 
nothing short of phenomenal as bofnpared with other investment oppor- 
tunities of comparable risk Yet the courts give little indication of 
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moving more rapidly now than in the past in adjusting "fair return” 
figures for public utilities to changing market returns. 

The problem of a "fair value" of investment 

With the entire problem of utility rates generally conceived in terms 
of a “fair return on a fair value of investment” and with the “fair rate 
of return” essentially held constant by the courts, the determination of a 
“fair value” of utility properties has for decades held the center of the 
stage for regulatory commissions and private public utility experts alike. 

In the same case of Smyth vs. Ames that gave the “fair return on a 
fair value” formula, the court enunciated the following distressingly 
ambiguous procedure for determining “fair value”: 

... in cyder to ascertain that value, the original cost of construction, the amount 
expended in permanent investments, the amount and market value of its bonds 
and stocks, the present as compared with the original cost of construction, the 
probable earning capacity of the property under particular rates prescribed by 
statute, and the sum required to meet operating expenses, are all matters for 
consideration, and are to be given such weight as may be just and right in each 
case. We do not say that there may not be other matters to be regarded in 
estimating the value of the property 

Beyond this listing of considerations the court has seldom been willing 
to go, insisting that the value of property is a matter to be determined by 
“informed judgment.” In the last analysis, the “informed judgment” of 
the court supersedes that of the commission, whose members presumably 
are persons closely acquainted with the utilities field and who spend a 
majority of their time investigating precisely these problems. That rate 
setting and the determination of “fair value” have shown a remarkable 
lack of economic analysis and understanding is not surprising under these 
circumstances. 

It would serve no purpose here to present in detail the obtuse and 
legalistic controversies concerning the determination of fair value for 
rate-making purposes. All of the considerations mentioned in S myth vs: 
Ames have been used from time to time, but attention has been primarily 
centered on two criteria — ^the original cost.of production of the property, 
and its present reproduction cost. The property value figure cannot be 
obtained by capitalizing the earnings of the firm, since the earnings them- 
selves are in considerable part dependent on the rates that the commis- 
sion is trying to set. The par value of the corporate securities is an 
obviously unsatisfactory measure in view of the large amount of over- 
capitalization and stock-watering in the field, while the market value of 
the securities is open to the criticism noted above, that their value depends 
on exactly the rates being set plus the vagaries of market price fluctu- 
ations. This leaves in practice only the original cost and reproduction 
cost of the property of any real usefulness. And neither of these is satis- 
factory, each ha'V'ing serious drawbacks. 

The ascertaining of either “original costs” or “reproduction costs” is 


1 169 U. S. 466, 546-4147 (1898). 
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an extremely complex practical problem; but “original costs” involve 
fewer difficulties than do “reproduction costs.” Once original costs have 
been estimated it is only necessary to make adjustments year by year 
to take into account depreciation and replacement; whereas reproduction 
costs would involve complete new estimates with every change in prices 
and character of the equipment to be used. 

Precisely what is meant by “original costs”? Frequently the commis- 
sions have simply sought to determine what the recorded costs of pro- 
ducing the existing plant and equipment are, but such costs were fre- 
quently wastefully high and padded with promoters’ profits. There has 
therefore been increasingly an effort to evaluate the costs that would 
have been incurred had the original investments been “prudent.” This 
involves making a deduction from recorded original cost, and is fre- 
quently called “prudent , investment cost” to distinguish it from un- 
adjusted original cost. If rates were set that just covered operating 
expenses, a competitive rate of interest on investment valued at original 
cost, and per annum replacement cost, there would be neither profits nor 
losses, provided profits were not hidden in the padded values of the 
original cost figures. This padding would be eliminated by reductions to 
arrive at “prudent investment cost” estimates. 

If the “fair value of investment” were estimated on the basis of repro- 
duction costs, the investors in the utilities would be in positions more 
nearly comparable with those in unregulated purely competitive enter- 
prises. The major virtue of the reproduction cost or “present value” 
method is that in determining value it takes into account changing price 
levels. When prices go up in boom periods, the reproduction cost method 
leads to & higher value because of rising reproduction costs ; whereas in 
the original cost method no such change in value would be made. Again 
in falling price periods, the reproduction cost method makes an adjust- 
ment for price changes downward, whereas original cost (or prudent 
investment cost) does not. This means that investors in utilities get 
incomes which fluctuate more nearly with prices under the reproduction 
cost than under the original cost method. 

But the ascertaining of reproduction costs involves serious practical 
difficulties. Rate hearings based on this principle are unbelievably 
expensive and time consuming, often running for as long as two or more 
years. Experts are hired by the commission and by the utility, and the 
technical complexity of the points covered is amazing. Out of the 
melange of technical-politico-legal arguments comes the “informed judg- 
ment” of the commission, by that time usually out of date in view of 
the time consumed in the hearings. Moreover, frequently part of the 
property of the utility is more or less obsolete. What is its reproduction 
cost? The cost of reproducing the obsolete equipment, or the cost of 
producing improved equipment that is now available to do the' work? 
Only the second would bring results analogous to adjustments in purely 
competitive industry. But if the intent is to estimate costs of reproducing 
on the most efficient basis, evaluation is exceedingly difficult and inaccu- 
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rate since there is no competitive market in which the utility buys these 
productive agents and there is no actual exchange on which to base 
estimates. 

The conclusion must be that neither valuation method is at all satis- 
factory. Typically commissions have used some vague combination of 
these methods in what has been sarcastically termed by some economists 
the “trance” method, to indicate the absence of any recognized principles 
of judgment and the almost mystical manner in which commissions often 
seem to reach their conclusions. Outside the courts, sentiment appears 
to be growing in favor of the “prudent investment cost” basis, though in 
the courts any discernible trend seems to be toward greater emphasis on 
reproduction costs. Utility owners of course tend to press for original 
costs when these are higher, and vice versa when reproduction costs are 
higher. ' 

Estimating operating expenses 

Obviously, before any return can be earned on a “fair value of invest- 
ment” operating expenses must be covered. These are what we have 
usually termed “variable costs.” In general the attitude of courts and 
commissions has been to take operating costs as given by the utility, make 
allowance to cover them out of income, and proceed to the problem of 
return on investment. Especially has this been true of wage rates. Only 
in rare cases have commissions or courts enforced reductions in operating 
expenses where they appeared inefficiently high. The courts have been 
very critical of commission “management” in cases where commissions 
have attempted to enforce such reductions in operating costs, on the 
ground that it is not the function of commissions to “manage” private 
enterprise, but only “to see that the public interest is protected.” 

The importance of demand elasticity in the setting of rates 

The rate set on public utility services will largely deteianine the 
quantity consumed and hence the level of output at which the utility will 
operate. Costs depend in part on that output, and even fixed costs per 
unit of service depend on the quantity of services provided. In order 
effectively to set rates that would cover costs, however these costs may be 
estimated, it would therefore be necessary to take demand elasticity into 
account. Commissions and utility owners have probably underestimated 
the degree of responsiveness of consumers to rate changes. They have 
proceeded as if a certain quantity of the service would be sold at any rate 
within a wide range; that is, they have tacitly assumed perfectly inelastic 
demand through these price ranges. The result has been a tendency to 
set rates higher than would otherwise be the case, sometimes even bringing 
lower profits for investors in the utilities than they could obtain if rates 
were reduced. Recently both utility owners and commissions have 
become more aware of the imnortance of taking demand conditions into 
account. 
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Joint products and differential rates 

As if the difficulties that we have discussed were not enough, com- 
missions are faced by yet another problem when, as is usually the case, 
different services are jointly produced by the same company. The 
electric light and power industry illustrates this situation. The electric 
utility may provide current for both domestic and commercial lighting 
and power, for urban and rural users, in mid-day and at night. Each of 
these groups of consumers may be distinguished from others and the 
electricity it consumes may be regarded as a distinct commodity. More- 
over, rates to the same group of consumers may vary according to the 
amounts of the service used. Left to itself the utility would try to 
differentiate rates to each group for each use in such a way as to maximize 
profits. Opportunities for monopoly exploitation in the setting of these 
different rates would be very great. 

The regulating commission is faced with the problem of arriving at a 
pattern of rates consonant with the public welfare. In its vague adher- 
ence to the goal of covering costs it is still faced with the difficult decision 
as to what proportion of the overhead costs that cannot be clearly sepa- 
rated should be covered from each of the services. In searching for a 
solution there has been some groping toward the consumers’ “ideal” of 
relating the marginal costs of the various services to their various rates ; ® 
but since a consistent following of this criterion would rarely result in a 
total income just covering costs it does not solve even the theoretical 
problem for the commission. More typically commissions have simply 
followed the lead of the pattern of rates suggested by the utility owners, 
studying general level of rates perhaps, but giving slight attention to the 
meanings of differentials. The result is a rate structure based on “what 
the traffic will bear,” which is quite different from what would be in the 
public interest. 

Taking into account the many theoretical and practical complications 
of rate niaking, economists have recently shown increasing support for 
rate making based roughly on a twofold cost basis. One part of the rate 
would be based on the special costs of serving the consunaer group in 
question. This charge is often called an “energy charge,” as it is closely 
connected with the delivery of the actual energy. The second part of the 
rate would be an “initial” charge covering all other costs, allocated among 
various consumers in the most equitable fashion possible. It is pointed 
out that this approach to rate setting would have several important 
advantages. It is consistent with the general goal of finding a rate 
structure that will bring in revenues just sufficient to cover total costs. 
Since the energy charge could be based fundamentally on marginal cost, 
this plan would also make possible reduction of rates to any consumer 
group where demand was sufficiently elastic to merit such reduction. 

Since it is frequently very difficult to distinguish in practice between 

<8ee Chapters 11 and 13 and the appendix to this chapter. 



PUBLIC UTILITY REGULATION m 

rate differentials consonant with the public welfare and those that are not, 
it is hardly surprising to find that misuse of the theoretical analysis on 
the basis of which differential rates are allegedly justified is common. 
Intricate rate-cost analysis has been employed to rationalize and lend 
apparent support to differential rates in fact determined largely on the 
basis of “what the traffic will bear" for different classes of users. Large 
buyers, as the big industrial users of electricity, have the alternative of 
setting up their own power plants and generating their own electricity. 
They can therefore exert a pressure on the utility to lower their rates, 
while the thousands of individual consumers are relatively helpless. Even 
when such misuse of theoretical analysis is not clear, the elaborate 
discussions of joint costs in relation to rate making have created an 
illusion of a far more careful analytical foundation for rate setting than 
has ever existed in actual practice. 

Evaluation of public utility rate regulation 

The theoretical criteria on which public utility commissions base their 
procedures in rate setting add up approximately to an effort to make 
available to utility investors returns equivalent to what they would get 
on investments in competitive industries, making some adjustments in 
rates on different products and services according to consumer demands. 
Accepting either prudent investment or reproduction costs as satisfactory 
bases of cost estimation, what may we now say concerning the practice 
of utility commissions? 

1. The “fair rate of return” which the commissions permit has been 
consistently higher than the returns generally available in other invest- 
ments of comparative risk. If it just equaled these other returns it would 
be essentially the “implicit costs” of interest on owner-investment that we 
included in our theoretical analysis of costs. Since it is higher it includes 
an element of profits. 

2. The complexity of the problem of cost estimating has gi^^n utility 
owners opportunity to exert pressures in the courts that have frequently 
led commissions to estimates higher than were justified by actual con- 
ditions whatever the theoretical basis of their procedures. 

3. There has been general failure to recognize the importance of demand 
elasticity and the opportunities to increase sales by lowering rates. 

4. The criterion of covering costs, however vaguely formulated in the 
minds of commission members and court judges, would be somewhat more 
successful if it were not for the fact that utilities typically sell several 
different or at least distinguishable services that have many costs in 
common, but at rates that may be different. Which rates should be 
higher, which lower, and how should costs be allocated as between these 
different services? In attempting to answer this question the com- 
missions have, again vaguely, felt toward another criterion. Efforts of 
utilities to get rates according to “what the traffic will bear” have been 
rationalized into criteria of allocating resources of the utility into Afferent 



426 


PUBUC UTILITY REGULATION 


services according to marginal costs and consumer preferences. The 
result has been somewhat haphazard, but in recent years thinking on these 
noatters has been leading to increased understanding. 

6. A partially separate factor that many economists have emphasized 
is the need to take into account in rate making the effect of such rates on 
business cycle movements. Public utility rates have varied little through 
booms and depressions, though other prices and incomes have risen and 
fallen violently. Since utility rates are important charges their high 
levels during depressions are widely considered a serious impediment to 
recovery and a burden on private consumers; in boom periods the rela- 
tively lower utility rates are sometimes, though less often, cited ,as a 
condition conducive to a still more unhealthy boom expansion. Com- 
missions have given virtually no attention at all to such considerations. 

Regulation of Utility Holding Companies 

The public utilities have long made extensive use of the holding- 
company device. Hundreds of operating companies have been drawn 
together in great holding-company systems, with control pyramided in 
purely financial companies. In a few cases, such as the one pic- 
tured by Figure 2 &— 2 , these intercorporate relations have reached 
almost unbelievable complexity, the top holding companies having no 
conceivable justification by the test of facilitating operating efficiency. 
Although public control of utility security issues and financial practices 
is of long legal standing, until very recently such control has commonly 
meant nothing more than unenforced general regulations of accounting 
methods and partially effective control of corporate capitalizations and 
mergers. Even had there been a strong desire to do so, it would have 
been impossible for the various states to regulate intercorporate relations 
of utilities effectively once the holding company became widespread, 
reaching across state boundaries. 

In keeping with other similar “New Deal” legislation, the so-called 
Public Ujtility Holding Company Act was passed by Congress in 1935, 
giving the Securities and Exchange Commission wide powers over public 
utility corporate structures and intercorporate relations and instructing 
the Commission to require all utility holding companies to “integrate” 
their structures. Under this act the SEC has carried on detailed investi- 
gations of various major utility holding companies with a view to seeing 
whether holding company relations were justified or whether breakup 
of tile holding company structure into separate companies would be in 
the public interest. Thus far the Commission has been able to deal 
thoroughly with only a few of the largest holding company structures, 
but has required drastic “integration” in most cases investigated, finding 
that existing financial holding company structures could not be justified 
on any grounds of operating efficiency. The effect of such regulation is 
on investors, directly through the effect on corporate financial struc- 
tures, and on consumers, through decreased returns to security-holders 
and tiirough increased efficiency of operation. Lastly, the Commission 
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appears to have made substantial strides in regularizing accounting and 
internal financial practices of utilities in certain cases. 

Government Regulation and Government Ownership 

The history of public utility regulation in the United States over the 
last half century has certainly been far from impressive; yet it has not 
been too disheartening. The preoccupation of regulation with legalistic 
considerations to the great exclusion of economic analysis, its excessive 
costs and delays, its rigidities, and its stumbling lack of apparent purpose 
beyond the settlement of individual disputes stand out with uncomfortable 
prominence. Yet the period has seen an enormous growth in the out- 
put of public utility services, an improvement in their qualities, some 
decreases iii their costs, and the development of a complex regulatory 
machinery over a fairly short period of time. 

Out of the history of this period come certain fairly obvious conclusions, 
but unfortunately the majority of important policy questions remain to 
be answered. That the trend toward closer regulation must continue 
seems certain ; it is the exact direction and nature of this regulation that 
is a matter of doubt. One alternative is complete government ownership 
and operation, a course already explored with mixed results; another is 
renovated regulation. Much greater emphasis on maximization of con- 
sumption through experimental rate reductions and a more “economic” 
approach to the problem of differential rates would be a part of either 
program. Renovated regulation would involve continuation and im- 
provement of the present program of the Security and Exchange Com- 
mission in its control over utility securities. 

The merits of public versus private ownership of utilities have been 
debated emotionally, endlessly, and largely fruitlessly for many years. 
On the side of private ownership and operation are cited the long-standing 
American belief in private enterprise, its alleged efficiency and aliveness 
as compared with government operation, its record of rate reductions and 
greatly extended use over past years, the advantages of far-flung private 
utility systems over small local publicly owned units, the political dangers 
of increasingly centralized government control over economic life. On 
the side of public ownership are listed the arguments that regulation of 
privately owned utilities has been costly, cumbersome, and ineffective, 
that publicly owned plants would be free from legal restraints against 
experimental rate and service policies intended to maximize consumption 
and public welfare, that costs of public operation would usually be lower 
than for private operation since interest rates on government bonds are 
lower than utility “fair returns” and 'since fewer and lower salaried 
employees would often prove sufficient, and in general that public oper- 
ation is clearly the logical conclusion of the admitted inability of the 
utility industries to function competitively so as to more or less regulate 
themselves. 

There is no clear-cut answer to this problem, especially since even 
quantitative data are insufficient to give an answer aside from broader 
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politioal and philosophical aspects of the dilemma. The great advantage 
of public operation would be the ability to cut away from the present 
mass of legal technicalities and court control that apparently precludes 
an economic approach to rate making, and to undertake vigorous experi- 
mental policies aimed at tapping the apparently highly elastic demand 
for some types of utility services and in general at maximization of 
consumption rather than “fair return” to a small body of investors. In 
view of the “essential” nature of utility services, this shift in emphasis 
seems vitally important. On the other hand, municipal profits on utility 
services may be regarded as a convenient and desirable source of funds 
for local governments. How much weight should be attached to the 
alleged ineflSciency of government operation of any “business” enter- 
prise is a matter of personal opinion. 

Government ownership and operation of utilities has varied from 
utility to utility and from one period to another. Water works are 
commonly publicly operated; gas, electricity, and local transit are less 
often under government ownership; the other public utilities and “quasi- 
utilities” are almost completely under private ownership. In the fields 
of gas and electricity, government ownership has been confined pre- 
dominantly to smaller municipalities, although in the last decades some 
larger cities have been added to the list. Federal grants under PWA 
and other federal depression assistance have clearly played an important 
role in the recent expansion of municipal relative to private ownership, 
especially in the electric field where public ownership has shown rapid 
strides in recent years. However, privately owned plants still greatly 
overshadow public ones in both electricity and gas. For example, munic- 
ipally owned electric generating plants by 1940 still showed less than 
3,000,000 kilowatt hours rated capacity as compared with over 33,000,000 
for privately owned plants. Virtually all the big plants are private. 

With the plans for the unprecedented Tennessee Valley Authority, the 
“New Deal” federal government in 1933 stepped into the electric power 
field. With its gigantic generators and transmission facilities, TVA has 
found it possible to supply the needs of the territory for many miles in 
all directions at exceptionally low costs. Set up to undertake a program 
of flood control, the improvement of navigation and the production of 
nitrates, as well as the production and sale of electricity, TVA has found 
it impossible precisely to allocate its costs of generating and selling 
current. Many critics argue that in fact it operates at a loss although 
its official reports indicate sizeable profits even after setting aside funds 
to redeem its bonds in due course. In any case, its low rate policy has 
produced amazing evidence of the elasticity of consumer demand for 
electricity when drastic rate reductions are undertaken. Since this policy 
has been coupled with educational propaganda and the low cost sale of 
many electric appliances in the territory served, it is not entirely clear 
whether the increased sales have resulted from the elasticity of demand 
under lower prices or from increased demand, although there is reason to 
believe the former is of great importance. In spite of the bitter internal 
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and external conflicts over its policies, it has become evident that on the 
whole TVA has thus far proved a major success, both economically 
in providing a greatly increased volume of service at reduced rates and 
socially in the carefully planned program of land use and rural and 
urban rehabilitation of the surrounding area. Perhaps equally impor- 
tant has been the educational effect of the TVA experience with drastic 
rate reductions on rates and rate attitudes throughout the country. 
Whether the other great public power projects undertaken on a similar 
basis will prove equally successful remains to be seen. The elimination 
of political and personal frictions evident in TVA operation should permit 
more successful operation than has thus far been possible. 

Other evidence on government operation of utilities in this country 
is inconclusive. Most municipally owned utilities have been moderately 
successful, though seriously handicapped by their small size and inability 
to attain real operating efficiency. In some cases efficiency has been 
encouraged by inter-community competition to attract population by 
offering better and cheaper utility services; in other cases graft has been' 
shocking and rates high. The experience of the nation’s railroads under 
federal governmental operation during the First World War was hardly 
a happy one, although it is not certain that the situation would have 
been a great deal better under private operation, in view of the tremendous 
stress placed on the transportation system by the war effort. In any case, 
such an experience, undertaken without preparation and running over an 
unprecedentedly strained period, can hardly be taken as conclusive evi- 
dence of the efficiency of government operation of the rails. 

Whatever the course chosen, be it more effective regulation or govern- 
ment operation, the crucial consideration is tlie same— the need to break 
through established rigidities and traditions and push strongly toward 
lower costs, lower rates, and better service In the end, aside from 
questions of broader social and philosophical nature, the question of 
which course of action is preferable resolves primarily into the question 
J>f which can best attain this general aim. * 

The Public Utility Approach and Antitrust Policy 

The essence of the public utility approach to the control of business 
activity is in the ‘enforcing of obligations on a business to act in a 
manner consistent with the public interest. This involves the obligation 
to serve whoever may seek and be willing to pay for its services, without 
discrimination between customers; it also involves the obligation to 
charge prices that will bring only a fair return and not exhorbitant 
profits. The enforcement of these obligations would be unnecessary in 
an industry characterized by active competition; competition itself sets 
a framework of economic action in which the general public is pro- 
tected. Where competition is absent, and where it is not possible to 
create a situation in which competition will become active, there is no 
such guardian of the public welfare unless the State intervenes directly. 
This the State does and has long done when firms are granted the exclu- 
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sive right to operate under a government franchise. There are many 
marginal cases in which the State has not granted such a right but in 
which government has seen fit to intervene to protect the public. 

The public utility approach to the control of business activity is 
usually regarded as a policy to be employed in cases where there is no 
possibility of competition and an antitrust program would be inap- 
plicable; but it is also a possible supplement and support to antitrust 
action. Here we shall consider two such potentialities: (1) the public 
utility approach in dealing with bottlenecks in marketing, and (2) the 
public utility approach in policy relating to patents. This is just a 
beginning. The whole range of problems involved in the coordinating 
and dovetailing of public utility and antitrust policy is only now com- 
manding the careful attention of qualified students of economic structure 
and processes. 

The regulation of marketing bottlenecks 

Many of the activities carried on or depended upon by the various 
firms in an industry are more eflBciently provided on a large scale for all 
the firms together. To a considerable extent this is true of technological 
research, and of the providing of market information. Trade associations 
have become agencies for the collection of considerable market informa- 
tion, and the federal government has also contributed here. Specialized 
transportation and terminal storage facilities, and facilities in big central 
markets are also frequently provided for more efficiently on a large scale. 
Under these circumstances there arise “natural” bottlenecks in marketing, 
which sometimes become the basis of centralization of control in a few 
big business enterprises at other stages of production as well. 

In studying “foundations of power” in Chapter 26 we described briefly 
the way in which oil pipe lines have been used as a basis of monopolistic 
control in oil refining, the way in which shipping and storage facilities 
gave t\^o large companies control over the production and sale of 
bananas, the way in which controls over central markets have been used 
as a basis of oligopoly power in meat packing. All of these provided a 
relatively secure basis for the building up of exclusive positions by small 
numbers of large firms. To a considerable extent the advantages of 
these large firms rested not on advantages of bigness in processing, but 
■rather in marketing. The importance of these bottlenecks in the market- 
ing Pf goods has received increasing attention in recent years; for example, 
the Interstate Commerce Commission is now playing a more active role 
in the regulation of the oil pipe lines. Insofar as such marketing 
services are more efficiently performed on a very large scale, our analysis 
seems to indicate that here is a sector of economic life in which careful 
government regulation may be especially needed. Two basic principles 
have been suggested by a number of economists. One of these is the 
complete separation of the ownership and control of the marketing func- 
tion, such as the pipe lines or the livestock exchanges, from ownership 
and control of the processing businesses. The second is the treatment 
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of these marketing bottlenecks along the lines developed in dealing 
public utilities. Such a policy could make these facilities available to 
all on equal terms, it could protect the public against unreasonable 
charges, and it could prevent the use of these bottlenecks as means to the 
establishment of monopolistic power in other stages of production. The 
difficulties of carrying out such a program are the difficulties already 
encountered in the emulation of public utilities, and in addition the 
problem of deciding in which cases this type of governmental control is 
desirable and in how much detail government should exert its power. 

The public utility approach to patents 

One of the most important bases of monopolistic power is the manipu- 
lation of patents. The issues involved in the formulation of a satisfac- 
tory patent law are many and complex. Here we shall consider only 
one suggestion which has been made recently and which offers inter- 
esting possibilities.® Patents may be regarded as a kind of franchise; 
in fact they have been so regarded in a number of cases in the Supreme 
Court.* They involve the granting of an exclusive right to use a certain 
process or to produce a particular good. In granting such an exclusive 
privilege in public utility franchises, government also imposes certain 
obligations, and undertakes to supervise and regulate the activities of the 
concerns involved in order to protect the public interest. In granting 
the exclusive rights associated with patents it has failed to apply the 
associated controls. 

Whereas the manner of exercise of all other species of property affected with 
a public interest has long been recognized not only to be properly a matter of 
public concern but to require, on account of a peculiar susceptibility to abuse, 
special regulation, latterly reinforced by administrative supervision, the manner 
of exercise of patent franchises has continued to be regarded as nobody’s business 
— except that of the patentee, and this policy has persisted notwithstanding the 
fact tlmt the susceptibility to abuse arises in the one case as in the other from 
the same root cause, the monopolistic privileges conferred by the franchise.® 

Recent studies of the structure and practices of American indusffy, made 
by the Temporary National Economic Committee, reveal in startling 
clarity the extent to which a patent systeni designed to encourage tech- 
nological innovation has been perverted to the interests of particular 
groups who have thus built up monopolistic empires and even blocked 
much technological progress. The patent system has grown up as a 
major obstacle to the effective operation of an antitrust program, in fact 
of any program designed to further abundance and progress. 

Confusion, cross-purposes, and mutual frustration between antitrust and 
patent law are shown to have suffered the erection of utterly needless obstacles 


* See the article “Present Position and Prospects of Antitrust Policy” by Myroa 
W. Watkins in the June 1942 Supplement to the American Economic Review. 

* Bloomer v, McQuewan, 14 Howard 639 (1852); Chaffee v. Boston Belting Cou 
22 Howard 223 (1859); Seymour v. Osborne, 11 Wall 516 (1870); MitcheU v. Havdeg, 
10 Wall ^ (1872). 

* Watkins, op. cit., p. 100. 
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to free enterprise and effective competition which even a better implemented and 
more zealously prosecuted antitrust policy could scarcely have circumvented. 

those two elments of public economic policy which have actually been per- 
mitted to develop antithetic tendencies clearly might have been so shaped that 
they would supplement and reinforce one another.* 

The application of the public utility approach to the treatment of 
patente would require detailed study of many aspects of the problem. 
Unless we wanted to regulate most of American industry in detail, the 
commission delegated with protecting the public interest in the exploita- 
tion of patents would have to operate in a manner quite different from 
the present utility commissions regulating the rates charged for services. 
What this might mean in practical detail is beyond the scope of the 
present discussion. But application of the principle would require that 
the patent holder should make the services associated with the patent 
available to all without discrimination and on terms that brought him 
only “reasonable” returns. It would eliminate the use of patents as 
means for obtaining over long periods huge monopolistic profits. It would 
bolster to a highly significant degree the implementing of antitrust policy. 

Contrast between the "public utility approach" and 
the N IRA approach to the control of industry 

There is considerable confusion in contemporary thought between the 
'''public utility approach” and what may be termed the “NIRA approach” 
to the regulation of business practices. They are different in two im- 
portant respects: in basic purpose, and in method of operation. The 
NIRA approach, carried out more recently in the coal, milk, and other 
agricultural industries, has been undertaken primarily to “help” those 
in the particular industries involved. It has been associated with the 
“income problem” discussed in the last chapter, and with efforts to 
stabilize conditions in an industry. The “public utility” approach has 
been geared, with whatever imperfections of execution, to the protection 
of the general public against the exploitation of monopolistic power. 
The method of the NIRA is government participation in fostering and 
supporting collaborative action among the members of an industry. The 
method of treatment of public utilities has been regulation by a commis- 
sion that consults with the members of an industry but is legally a body 
to control and regulate the activities of private businessmen. Both are 
subject to abuses. There may be sectors of the American economy in 
which the method of NIRA can and should be used; but in advocating 
such a policy it is important (1) to recognize that it may easily be 
utilized to bolster monopolistic practices and cut the ground from under 
antitrust policy, and (2) to re-evaluate criteria upon which the program 
is based, giving full consideration to the protection of the public interest 
in promoting full use of resources, efficient allocation of resources among 
different channels of production, and progress toward greater abundance. 


•/Wi, p. 102. 
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Appendix to Chapter 29 

In those cases in which prices charged by private monopolists are 
publicly regulated (in decreasing cost industries), and Ih instances of 



Fig. 29 — ^A. Regulation at ^'ideaT^ rate would 
involve loss. 



Fig. 29 — B. Regulation at "ideal" rote would 
just cover costs. 

direct provision of goods and services by the government, a real theo- 
retical problem arises as to what rate or price would be most consistent 
with the public welfare. Here we shall undertake a more precise 
theoretical analysis than that in the body of the chapter, though many 
of the difficult issues will be omitted. That the analysis presented here 
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underlies much of the immediately preceding discussion should be evi- 
dent. 

The realization of the “consumers’ ideal” that output (and price) 
should be regulated at the level at which marginal unit cost equals selling 
price (see Chapters 11, 12, 13) would have various results with regard 
to the short-run profits and the losses of a simple monopolist. One of 
two situations will usually arise; if the point at which marginal unit 
cost equals selling price is at a price which is less than the associated 
total unit cost, the concern will be losing money; if it is at a price greater 
than the associated total unit cost the concern will be making a profit. 



Fig. 29 — C. Regulation at ^'ideal" rate would 
involve profit. 


Only in the exceptional case, in which average revenue intersects total 
unit cost at the lowest point, will total costs and total revenue be equal, 
profits zero. These three situations are illustrated graphically in Figures 
29 — A, B, and C, where the “consumers’ ideal” adjustment is indicated 
by the dotted line ii. In Figure 29 — A., the “consumers’ ideal” price 
would result in a loss to the concern, in Figure 29 — ^B, costs would just 
be covered, and in Figure 29 — C profits would be obtained. 

The appearance of persisting profits or losses in the “consumers’ ideal” 
adjustment poses a problem to the policy maker attempting to set up 
a working basis for adjusting rates. If government regulated price at this 
“ideal” in an enterprise in which the “ideal” adjustment would involve 
operating indefinitely at a loss, it would have to subsidize the firm in 
some way; otherwise the latter would eventually cease to function. On 
the other hand, the owners of the enterprise making a profit at the “ideal” 
adjustment are getting excess incomes that can be taxed away. It is 
exactly this type of adjustment through subsidies and taxes that is recom- 
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mended by some of the welfare economists, though its practical applica- 
tion would be exceedingly difficult. There is the alternative of com- 
promising with consumer interests by using some other criterion for 
regulating the price the monopoly is permitted to charge. 

In government efforts to regulate prices charged by public utilities for 
their services, the emphasis has generally been on establishing a rate 
that would just cover costs, no more and no less, rather than on the 
“consumers’ ideal” rate we have just analyzed.^ In most of the literature 
of the subject this “fair” rate is usually described as a rate that will 
cover “costs” (based on a “fair value of investment”) plus a “fair return” 
on owner investment. “Costs,” as we have defined them in our theoretical 
analysis, however, have included a competitive return to owner as well 
as lender investors. A “fair” rate (price) would then be a rate that 
would just cover “costs” as we have defined them. It would be at the 
level at which average revenue (selling price) equals total unit cost. 
There would be no need either to subsidize or to tax the utility if the 
regulated rate were the “fair” in contrast to the “consumers’ ideal” rate. 

The effect on resource allocation of setting the “fair” in contrast to 
the “consumers’ ideal” rate will depend on the particular relationship 
existing between costs and average revenue. The comparison is pre- 
sented graphically in Figures 29 — A, B, and C. In the first case, demand 
(average revenue) is not great enough so that a price equal to or greater 
than cost could be obtained for that output at which total unit cost is 
lowest. The “fair” rate, / (where average revenue equals total unit 
cost), is at a smaller output and higher price than would be “ideal” 
from the consumer point of view. Additional resources which consumers 
would prefer to see employed here are not so employed. In the last case, 
on the other hand, demand (average revenue) is greater. The “fair” 
rate, f, is, as always, where average revenue (selling price) equals total 
unit cost; but in this case the rate set is lower, the output greater than 
that which would be “ideal” from the consumer point of view. Jlesources 
that consumers would prefer to see employed elsewhere are brought into 
use here instead. As may be readily observed, both “fair” rate and 
“consumers’ ideal” rate are in each case lower than the price that would 
be charged by the utility if it were left free to maximize profits by pro- 
ducing the output at which marginal unit cost and marginal revenue 
are equal. 

^ The problem of rate setting on joint products has, however, introduced prob- 
lems of adjusting cost estimates between the different products. In attempting to 
find a solution commissions have groped fumblingly toward an adjustment related to 
different consumer demands, and have therefore become involved in rough com- 
parisons of maiginal costs and marginal revenues of the different products and 
services. The result is a kind of criterion that considers overall costs and a “fair 
structure” of all rates to cover all costs, while the different rates are crudely related 
to the different marginal costs, and hence to criteria roughly approximating a 
“consumers’ ideal” level of the different rates. The development of the distinction 
between the “initial” and the “energy” charge in electric rates is an e:tpre88ion of 
this compromise. 




Part Vi 

LABOR ORGANIZATION AND 
LABOR MARKETS 


PREAMBLE 

The “man on the street’' — if it is a city street — is a wage earner. A 
hundred years ago he would have been running his own store or factory, 
or working for hire in a small shop with a few other men. Today he is 
more commonly one of many workers in a large establishment. A 
hundred years ago he and his employer would have known each other 
well. Today they rarely meet. A hundred years ago he would have 
ajiproached his employer individually in seeking work, talking about 
wages, even discussing production problems. Today he is increasingly 
likely to be represented by a labor organization, called a “trade-union,” 
He has become a part of the “American Labor Movement,” 

What is this thing that we so loosely term the “American Labor Move- 
ment”? Why was a labor movement so slow in developing in this 
country? Do we really have one today? Trade-union organization in 
America has been so pragmatic — so focused on the practical cfffestions of 
wages, hours of work, restrictions of entry of outside workers to jobs 
under the jurisdiction of the union — ^that many people would say it was 
not really a “movement” at all. But whatever we call it, organized 
labor is playing an increasingly important role in American life. It is 
no longer just skilled carpenters and miners and garment workers who 
arc organized, as was true two decades ago. It is also the semiskilled 
men putting in the bolts on the automobile assembly lines ; it is the men 
firing the big furnaces in the steel mills. And organized labor is partic- 
ipating not only in wage making and the determination of working 
hours ; it is participating in broader aspects of industrial management as 
well. 

With the growth of organized labor comes a change of colors and 
forms in the broad picture of the American Economy. Here, as in the 
ranks of industry, is a drift from individualistic policy making toward 
group action. Here is another powerful force affecting the way incomes 
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are divided among the members of society, affecting the way not only 
labor but other resources as well are used, affecting the level of produc- 
tive activity over large sectors of the economy. And here is another set 
of problems for policy makers. 

What is public policy toward labor, and what will it become? We see 
many changes going on before our eyes. We see government legislating 
that employers shall pay “living wages,” and supporting efforts to 
establish job bargaining by organized labor in place of the individual 
bargaining of earlier days. We also see efforts to check some of the 
monopolistic and restrictive policies of increasingly powerful organized 
labor groups. But policies are not clearly defined; they are in a state of 
flux. The structure of the American economy of the future will be pro- 
foundly affected by the unfolding of the labor movement itself and of 
public policy toward wage workers and their activities. 



CHAPTER 30 


The History and Philosophy of Trade-Unionism 


Whebever there are common interests shared by a particular group in 
a society, there is an incentive to combine in group action to attain the 
common ends. Group organization appears at every turn in the modern 
American economy. Some groups are very cohesive, others are very 
loosely knit. We have a National Association of Manufacturers; we 
have trade associations of the producers in particular industries; we 
have a Farm Bureau Federation, a National Grange; we have the Amer- 
ican Federation of Labor, the Congress of Industrial Organizations, the 
Railroad brotherhoods, and so on and on. Trade-unions are of many 
different kinds, but all are organizations of groups of workers who sell 
their labor services and who band together in the common interests that 
unite them in their working lives. 

In 1894, Sidney and Beatrice Webb, famous historians of British 
unionism, defined a union as “a continuous association of wage earners 
for the purpose of maintaining or improving the conditions of their 
employment.”^ They later broadened this definition by substituting 
for the phrase “conditions of their employment” a new phrase “conditions 
of their working lives.” * Under such a definition come many different 
kinds of trade-unionism, characterized by marked differences of philos- 
ophy and of strategy. Excluded from the definition, however, are 
sporadic temporary associations of workers where there is no continuity 
to the organization. Trade-unions haver played an increasingly impor- 
tant role in labor markets since they first began to take hold in Europe 
a century and a half ago. 

Trade-Union Purposes and Social Philosophies 

There are two distinct developments in the philosophies of labor move- 
ments. The strongest and most successful is the pragmatic approach 
throu^ which labor groups seek to take advantage of whatever oppor- 
tunities may be open to them within an existing socio-economic order. 
Such is the “home-grown” variety of trade-union philosophy in America. 

^ Webb, Sidney and Beatrice, History of Trade Unionism, Longmans, Green &. Co, 
New York, 1894, p, 1. 

2 Ihtd^ 1920 edition. 
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Quite different is that philosophy of trade-unionism, provided for the 
most part by intellectuals, that sees in these organizations of labor groups 
an instrument of the ushering in of a new social order. The broad and 
sweeping social ideologies associated with such “revolutionary unionism” 
have played a relatively minor role in actual economic and social develop- 
ments in the United States and England. 

Trade-unionism and the collective management 
of scarce job opportunities 

One of the most interesting and keen interpretations of trade-unionism 
is that which has been expounded by Selig Perlman in various books 
over the past fifteen years. According to Mr. Perlman, the behavior of 
an economic group can be explained on the basis of the kinds of economic 
opportunities open to it and on the attitude of the group toward these 
opportunities. Trade-unionism comes into its own when workers have 
a sense of definitely limited opportunity. He draws a contrast between 
the optimism and abundance-consciousness of the business entrepreneur 
and the Scarcity-consciousness which he regards as typical of the manual 
worker. When the manual worker becomes convinced that he lives in 
a world of limited opportunity, this has a decided effect on his attitude 
toward group action. This attitude toward collective action is well sum- 
marized by Perlman in the following words: ® 

If opportunity is believed to be limited, as in the experience of the manual 
worker, it then becomes the duty of the group to prevent the individual from 
appropriating more than his rightful share, while at the same time protecting 
him against oppressive bargains. The group then asserts its collective owner- 
shi'^ over the whole amount of opportunity, and, having determined who are 
entitled to claim a share in that opportunity, undertakes to parcel it out fairly, 
directly, or indirectly, among its recognized members, permitting them to avail 
themselves of such opportunities, job or market, only on the basis of a “common 
mle” [such as standard wages and hours of work]. Free competition becomes 
a sin against one’s fellows, anti-social, like a self-indulgent consumption of the 
stores of ac^'cleaguered city, and obviously detrimental to the individual as well. 
A collective disposal of opportunity including the power to keep out undesirables, 
and a “common rule” in making bargaiijs are as natural to the manual group 
as “laissez-faire” is to the businessman. 

There are several interesting points suggested by this quotation. First, 
there seem to be some clear analogies between Perlman's analysis of the 
scarcity-conscious behavior of the laborer and the developments in agri- 
cultural control programs in recent years. An attitude of limited oppor- 
tunity in the markets for agricultural products explains at least in part 
the acceptance of a program involving considerable collective control 
over individual action in agricultural marketing and production. Second, 
we may ask whether there is any spread of such an attitude of limited 
opportunity among businessmen, and how it affects any collective or 
group actions they may take. Agreements among businessmen to main- 

• Perlman, Selig, A Theory of the Labor Movement, The Macmillan Co., New 
York, 1928, p. 242. 
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tain prices, shpe markets, and so forth reflect both the pressures of a 
market in which opportunities appear to be scarce, and the positive 
business advantages obviously obtainable through oligopoly control. 
How far the sense of scarce-opportunity enters in is a matter for some 
speculation. Third, and most important for our immediate discussion, 
in summarizing the attitude of a scarcity-conscious group toward col- 
lective action Mr. Perlman has brought out the two chief types of 
trade-union behavior in the management of job opportunities. These 
are (p the attempt to exclude newcomers and outsiders from the partic- 
ular job area under the purview of the union, and (2) the attempt to 
set up standard regulations concerning such important matters as wages, 
hours of work, and conditions of employment, and to get universal com- 
pliance of all individuals with these collectively determined “common 
rules.” 

The^“scarcity-consciousne8s” to which Mr. Perlman ascribes the growth 
of trade-unionism in labor markets is the basis of a pragmatic, not of 
a utopian revolutionary, unionism. He brings this out very clearly in 
criticizing intellectual socialists: 

Perhaps in abstract reasoning, the wage earner might be expected to envisage 
the whole of the economic organization of society as the ultimate source of his 
scarce job opportunity; and therefore wish for a complete “Workers’ control” of 
industry. Actually, however, the typical wage earner, when he can express 
himself in and through his trade union free of domination of intellectuals, who 
are never too bashful to do his thinking for him, seldom dreams of shouldering 
the risks of management. Ordinarily he traces the origin of his opportunity not 
much farther back than the point where it materialized in jobs, and will grasp and 
support only such union policies as will enable or force the employers to offer 
more jobs, equally available to all fellow craftsmen, and upon improved terms.* 

Trade-unions viewed as instruments for the 
attaining of a new social order 

Broad visions of social change, usually stimulated in the first place by 
intellectuals, have had relatively little effect on the develflpment of 
trade-unionism in America. Some of these ideologies have, however, 
played a more significant role in the development of trade-unionism on 
the continent of Europe. The part played by such ideologies in American 
labor history will be reconsidered in the next section on the history of 
trade-unionism. Here we may ask what they are.® 

It is convenient to classify the approaches to a “new social order” 
under three main headings: (1) the deterministic-revolutionary ideology 
of the Marxists, (2) the attitude that the ultimate value is in freedom 
of the individual to run his own affairs, be or select his own boss, 
emancipate himself from “wage-slavery,” and (3) the attitude that plan- 
ning in socio-economic adjustments is important in order to avoid waste 
and inequalities prevalent in the existing order. No one of these groups 

*Ibid^ pp. 246-247. 

®This classification is based on Perlman’s discussion of “Intellectuals and Laboi^ 
in The Theory of the Labor Movement. 
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•f ideolsgjciB can be adequately described here, but a brief suggestion as 
to the meaiBng of each will serve to give us a better perspective in viewing 
what trade-unionism is and what it is not. 

r. The Marxist is essentially a believer in inevitable social and eco- 
nomic rerolution, in which the mass of class-conscious propertyless 
worker® (the “proletariat”) will take over the control of the society. He 
IB 8' “dteterminist” in regarding the proletarian revolution as inevitable. 
He; alboi re^rds it as desirable. He argues that the capitalist system 
fenndlad «m the institution of private property contains within itself the 
seedlH o£ its own destruction. Technical and economic evolution will 
OTeate pressures too great for the system to bear. There will come an 
mcreaan^ cleavage between a working proletariat and the owners of 
fiidustry, with the progressive disappearance of the more stable “middle 
olasfc.** This working proletariat will become increasingly class-conscious 
and must eventually hurl its mass in a great revolution against the 
society supported and defended by the propertied classes. The actions 
ofi workers may retard or hasten the occurrence of the inevitable events. 
According to the Marxists, trade-unions should therefore play the role 
off organizations heading up these revolutionary changes. Workers as 
meimbers of trade-unions are expected to direct their efforts toward the 
accomplishment of their role in this inevitable revolution which will place 
the control of society ultimately completely in their hands. Compromises 
with the present system are regarded as weak, and as evidence of the 
corruption of labor’s leaders. In unions under such opportunist leader- 
ship, the revolutionary will turn to “boring from within.” Since Marxists 
regard the proletarian revolution as both the desired and the inevitable 
^velopment of the future, practical considerations of the immediate 
interests of groups of workers are to be sacrificed to the broad ultimate 
goal. The reasons for the failure of this ideology to take hold thus far 
in American trade-unionism will be discussed later. It has similarly 
failed inpther English-speaking countries; but the influence of Marxism 
on the development of trade-unionism in Germany and other parts of 
Europe is very important. 

2. Associated with humanitarianism and the philosophy of the im- 
portance of each individual man, are various ideologies centering around 
a conception of a “higher” freedom. This is an intellectually conceived 
freedom which goes far beyond the freedom of the job sought by the 
practical trade-unionist. This “higher” freedom means the “disappear- 
ance of all authority from above, and an opportunity for everyone to 
participate in the total creative planning of industry.” « Channels to its 
attaimnent may be of various kinds, and both the ultimate goal sought 
^d the means to it are usually quite nebulous in the minds of even the 
intellectuals who have developed this philosophy. Anything giving labor 
a greater measure of freedom from the “boss” would seem to these thinkers 
to be leading in the right direction. The ultimate attainment of the goal 

*lbid^ p. 284. 
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may be via something so concrete as producers’ cooperatives, or “pro- 
ducers’ gilds,” in which workers are also managers. It may be via a 
social revolution leading to the reorganization of the society as a whole. 
Trade-unions as associations of working men become to these intellectuals 
instruments through which workers may gain a greater and greater voice 
in the management of industry. Up to a point, this ideology may func- 
tion effectively in partnership with the opportunism of pragmatic union- 
ism; but the goal of the intellectual is much more far-reaching than is 
that of the ordinary trade-union member. The freedom for workers to 
take over at once the risks, the responsibilities, and the privileges of 
management of industry is not the kind of freedom the workers them- 
selves seek. 

3. An ideology which seems to most Englishmen and Americans as 
somewhat more “practical” is that which emphasizes efficiency in the 
organization of society to avoid waste and inequality. When the 
avenue to such improvements is vizualized as one of extensive central 
planning of the many activities of the economy, it merges into another 
form of “socialism” as a goal. The “Fabian socialists” in England repre- 
sent this group of thinkers. They enter politics and seek to further 
social policies leading to a gradual evolution in the direction of a more 
and more completely planned economy. Social legislation that will fix 
minimum wages, minimum conditions of employment, maximum hours, 
unemployment and old-age benefits, and so on, is encouraged by this 
group of intellectuals. Trade-unions are then viewed as organizations 
of workers who may act both through collective bargaining and through 
political methods to contribute to the attaining of a more efficient socio- 
economic order. Again, up to a certain point the policies of these socis# 
planners will be quite harmonious with those of pragmatic trade-unionisia. 
But where the safeguarding and expansion of scarce job opportunities for 
particular groups of workers (the carpenters, the plumbers, the railroad 
trainmen, and so on) come into conflict with the broader goals of general 
social efficiency, the paths of these intellectuals and of the^ragmatic 
unionists will part. They also part when labor as a whole comes too 
markedly in conflict with other economic groups, such as farmers, or even 
the general mass of consumers. 

History of Trade-Unionism 

The history of trade-unionism cannot be separated from the history of 
labor movements. Such movements have great complexity in the 
historical setting in which they occur. They reflect the socio-economic 
structure of the time, the philosophies of intellectual leaders, and the 
political pulls and tugs of various economic and social groups. 

Trade-unionism had its first real beginnings in England, where indus- 
trialization was a generation ahead of similar developments on the 
Continent. Although at first the British labor movement was expressed 
in mass unrest and political demonstrations, there early developed a 
pragmatic job-conscious unionism. These early unions were mainly of’ 
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skilled artisan, and were concerned with the immediate day-to-day 
problems of the workers. 

The German developments in labor organization, on the other hand, 
-Were of a broad political character, stemming from intellectual leaders of 
Cscial-Yevolution. They were built on a foundation philosophy of class 
solidarity. The success of the more pragmatic unionism prevalent in 
Great Britain led some German leaders to attempt to copy the British 
developments. The result was that pragmatic unionism and revolution- 
ary philosophy frequently came into conflict. They also sometimes 
merged in part in the same political parties and labor organizations. Al- 
though prior to Hitler trade-unionism in Germany had become increas- 
ingly opportunistic, never has the German labor movement lost com- 
pletely the class-conscious revolutionary spirit characteristic of the 
Marxian revolutionary socialists. 

Unionism in Great Britain has spread, and includes today a majority 
of the working population. It has become associated , with political 
parties to a much greater degree than has unionism in the United States, 
There is class solidarity in the British labor movement, but it has not 
accepted the revolutionary philosophy prevalent on the European conti- 
nent. It is primarily from the British developments that American 
unionism traces its inheritance. And here again, the particular historical 
setting in the American scene has given the American labor movement 
some characteristics of its own. As a background to the understanding 
of the American developments, we shall first glance briefly at British 
cperience. 

Tbe development of trade-unionism in Great Britain 

In the latter half of the seventeenth century the growth of commerce 
fn England led gradually to an increasing gulf between the manual 
workers who no longer owned their tools or the materials on which they 
worked, and the employers who were in a position to provide these things. 
The problems of the workers, who felt increasingly oppressed as their 
strategic position in the market worsened, led occasionally to conflict 
and always to discussion wherever workmen congregated. Sporadic 
organization developed in many trades, and continuously functioning 
associations that were essentially what we call trade-unions were defi- 
nitely in the picture in England by the middle of the eighteenth century. 
The fortunes of these organizations were very erratic at first, and attempts 
to suppress them continued. But before the end of the nineteenth cen- 
tury English employers had very generally accepted trade-unionism. 

During the latter half of the nineteenth century there had developed 
in Great Britain a conservative trade-unionism with a full accompani- 
naent of most of modem trade-union methods. This trade-unionism 
sought to improve the positions of working men in their jobs by action 
that would modify conditions within the existing socio-economic struc- 
ture. Emphasis was on reco^ition of the status of trade-unions and 
on their rights in bargaining with employers, and on giving working men 
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equal rights with employers under the laws. Only in exceptional cases, 
such as control of working hours in factories, did these unions favor legal 
control of conditions in labor contracts. Mutual self-help was the 
philosophy of these groups. 

The practical conservatism with which this trade-unionism developed 
in England in the second half of the nineteenth centiuy enabled it to 
make extraordinary advances, but it also had some serious weaknesses 
from the trade-unionist’s point of view. These weaknesses were so 
serious that a new group of moderately socialistic union leaders displaced 
for a while the old group. The reasons for this vulnerability of the con- 
servative leaders were several: (1) The emphasis on good behavior and 
responsibility, on tactics rather than on force or coercion, led the leaders 
of unionism to go so far as to give up the weapon of the strike. As a 
result, the development was arrested even before it was thoroughly 
ensconced for the small aristocracy of labor, not to mention the mass of 
working men. (2) Many of the biggest unions were heavily loaded with 
friendly benefit schemes — sickness insurance, superannuation insurance, 
burial insurance. These constituted financial burdens on the organiza- 
tions that became very difiicult to carry. (3) The conservative unionism 
of the 'fifties and ’sixties was a piecemeal business. The group unity in- 
volved was limited to each of the crafts or occupations unionized. The 
broader class solidarity of the workers as a whole was not a part of the 
picture. There was, therefore, no strong general “labor movement” 
under the wing of which the separate labor unions might be carried along. 
On the European scene, with its relatively fixed boundaries between 
social classes, its denial of the franchise to workers, and the permanent 
identification of the worker’s outlook with that of his class, there was 
strong economic and psychological pressure to develop a cohesive labor 
group. (4) This lack of general group solidarity in the conservative 
British unionism of the mid-centurj’’ was associated also with the attitude 
taken by the unionists toward labor’s advancement by protective legis- 
lation. It was a part of the philosophy of self-reliance and iimtual self- 
help that had been one of the strengths of the conservative unionism 
despite its drawbacks. 

In the ’eighties a new group of vigorous union leaders arose. They were 
responsible for the famous dockers’ strike of 1889, and the winners at the 
Trades Union Congress in Liverpool in 1890. These new leaders attacked 
the old conservative leadership for failing to push for labor’s advantage 
even within the existing socio-economic framework. They were socialists 
in their aims, but as leaders they were followed primarily because they 
were aggressive young men with a program that promised practical 
advances for organized labor instead of the stagnation that had overtaken 
the labor movement. The victory of this new group gave the trade-union 
leaders new fields to conquer, and they started quickly on a campaign to 
organize the unskilled and semiskilled. They also turned increasingly to 
social legislation. The socialist philosophy was strengthened by the fact 
that most of the socialist leaders were devoutly religious, as were the 
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■workers. They preached religion and socialism together in their oratory. 
As a result religious nonsocialist ■workers elected ■visionary socialist leaders 
as their representatives. The Trades Union Congress became for a time 
a channel for the expression of this religious socialist fervor. 

The British trade-unionism of the present day reflects these influences; 
they are forces that have made it what it now is. Membership is almost 
universal. Action is for the most part opportunistic. The socialistic 
influence has continued into present times as a source of class solidarity ; 
yet ■with all its appeal, socialistic class solidarity has not displaced the 
jealously guarded interests of separate occupational groups, and the 
philosophy of revolution has never really taken hold at all. The members 
of the different unions could be brought together in a sympathetic General 
Strike in 1926, and as a group they could finance the Labor Party in 
politics; but the strike and the politics have remained relatively respect- 
able.- Writing in 1928, Mr. Perlman remarked that “The heart of the 
British unionism is still in these jealously revered organizations that 
stand guard over the collective economic opportunity of each group — 
the jobs and the working conditions that go with the jobs.” Despite 
important social and economic changes, this characterization of British 
unionism remains true today. 

Checks to the development of trade-unionism in the United States 

How does the history of the development of trade-unionism in the 
United States compare with that which we have just sketched in Great 
Britain? In many respects present conditions in the American labor 
movement parallel the developments of the end of the century in Great 
Britain. An essentially conservative and opportunistic unionism, largely 
of skilled workers, is being challenged by labor leaders playing an active 
part in politics and carrying on aggressive campaigns to organize the 
unskilled and semiskilled. Associated with this change in trade-union 
acti^vities is increasing dramatization of a broad philosophy of social 
change allied in some cases with a philosophy of communism. What 
explains these developments, and the lag here as compared with develop- 
ments in Great Britain? The first consideration in answering this 
question must be a comparison of the different social and economic 
conditions, as they were historically most relevant to the development of 
trade-unionism and of a labor movement. Any listing of the character- 
istics of the American scene is artificial, since these things are all 
interwoven one with another; but such a classification may nevertheless 
prove useful. 

1. Until the end of the nineteenth century, the western frontier provided 
an escape for those who found themselves hemmed in as wage workers. 
While relatively few workmen in industrial trades actually joined the trek 
west, the possibility was ever present in the minds of the workers. Thus 
opportunity’s door was open. 

2. There were also opportunities to move upward in the social and 
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economic scale. Even though an individual was unable to do so, his 
children commonly could. An expanding economy, expanding markets, 
and the democracy of a new country created ever new opportunities at the 
top for those who had the intelligence and energy to take advantage of 
this situation. The inflow of new immigrants to take over the unskilled 
work created a push up from the bottom that increased this optimistic 
outlook. The way of improvement was to rise out of the working class 
as soon as possible ; there seemed little reason to attempt to improve the 
position of that class in which one held transitory membership, but whose 
advances one might view with alarm later on. 

3. Along with social and economic democracy, there was relatively 
early a real political democracy. While the universal franchise in Europe 
came only some time after the development of a mature labor movement, 
it preceded that development in the United States. Political democracy 
was an important factor preventing the development of a broad working- 
class solidarity. 

4. The heterogeneity of the American population was for a long time 
a real hindrance to the development of the labor organizations. The 
welding together in one group of people of different languages, religions, 
cultural traditions — of people who brought with them some of the con- 
flicts of their European backgrounds — ^this was a task difficult in the 
extreme. It is notable that the most successful and cohesive unions 
have frequently been those in which nationality and trade happened to 
coincide. 

6. The strength of the American institution of private property is 
something unknown even in propefty-conscious Great Britain. This 
strength arises from the wide dispersion of property in many small 
holdings. The small farmer and the small businessman have had much 
in common with the wage-worker. The escape of the wage-worker into 
one of these middle-class positions was relatively easy. Since any effec- 
tive action of labor involves the curtailing of the freedom of property- 
owners, it involves a challenge to private property. The chaHenge may 
be drastic or moderate, but in any case the employers fighting labor will 
bring this issue into the arena. In America they have had the support 
of a large mass of small property owners who shared their philosophy. 
Thus standing between, the wage-worker and the employer, the small 
property owners have acted as a cushion preventing the development of 
sharp class cleavages; and by joining in the defense of property they 
have made labor a minority group. 

6. The imperfect functioning of the American economy, and the 
inequalities of opportunity that have always been present despite 
the characteristics we have just noted, was generally attributed to 
“monopoly” or to “bigness.” In attacking these things, workers and 
middle-class small entrepreneurs joined forces. Thus the early develop- 
mente of a consciousness of scarcity of opportunity were channeled into 
a movement that joined middle class and workers and delayed thie day 
when the laboring men would unite effectively in working groups to deal 
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with the problems of collective control of their job opportunities aa 
workera. 

History of trade-unionism in the United States 

Despite these many checks to the development of labor organization in 
America, sporadic attempts at some form of unionism appeared even at 
the end of the eighteenth century. Attempts at action of many different 
kinds appeared as a series of separate events, growing directly out of the 
spontaneous action of groups facing varied economic situations, and 
reflecting also, the scattered and diverse attitudes of immigrant labor 
from different parts of the continent of Europe. It is this diverse and 
uncoordinated nature of the early development of labor organization in 
America that makes its summarization peculiarly difficult. 

It is usual to date the American labor movement from the organization 
in 1827 of the Mechanics’ Union of Trade Associations in Philadelphia, 
a central organization coordinating the activities of a number of inde- 
pendent craft unions. This was followed by the organization of similar 
bodies in New York and New England. These unions were the ex- 
pression not only of economic but also of political aspirations. Before 
the days of general manhood suffrage there were too few such places for 
expressing the rights and voicing the demands that property owmers 
expressed normally as full voting citizens. For the most part, however, 
the unions were kept together by specific common aims, like wages and 
working conditions, or mutual benefit plans, such as sickness and burial 
insurance. The success of these local associations of trade-unions led 
naturally to an attempt at union on a national scale, and a National 
Trades’ Union was formed in 1834. This body exercised considerable 
leadership in the agitation for the ten-hour day, which was quite gener- 
ally adopted in the ’thirties. The panic of 1837 wiped out the National 
Trades’ Union and many if not most of the local unions. Those unions 
that survived were not able to press for the same immediate practical 
ends as before, and tended to embrace instead far-reaching and idealistic 
schemes of reform, which indeed became so characteristic of the period 
that it has been described as the “hot air” period of American labor 
history. 

It was 1866 before another really “national” . labor movement arose, 
with the formation of the National Labor Union. This survived only a 
very few years. After it turned to political activity in 1870 most of 
the constituent trade-unions withdrew, and the National Labor Union 
became an empty shell. Reorganization was attempted in 1872, but the 
depression of the following year killed it altogether. 

Meanwhile in 1869 the Knights of Labor had been organized. This 
at first was a secret society whose membership was limited only^ by the 
exclusion of bankers, lawyers, and persons in the liquor business. In 
general form it was an association of all kinds of laborers. In citie.s 
large enough to have several units or “assemblies” some of them could be 
and were organized on an occupational basis. In other cases previously 
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existing independent trade-unions, such as the cigarmakers, were chartered 
as separate assemblies. Thus while the Knights of Labor was a broad 
and all-inclusive organization, it carried within itself also the seeds of the 
craft type of organization that was to dominate the American labor 
scene for fifty years. The Knights hoped to unite all kinds of workers 
to help achieve education, organization, and producers’ cooperatives. 
Despite this general purpose there was a ^eat difference between the 
locals in their immediate programs of action. Wherever locals were 
composed largely of agrarian and middle-class people they were sympa- 
thetic to political action but not to direct labor action (such as strikes). 
On the other hand, many locals (cigarmakers and carpenters) thought 
that the national organization was interested in general objectives to the 
neglect of the welfare of the individual unions. Differences of opinion 
such as these were largely responsible for the eventual disintegration of 
the Knights of Labor. The event that marked its decline was its partici- 
pation in the nation-wide strike, in 1886, for an eight-hour day. The 
strike not only failed, but it led to such violence on the part of a few 
members as to discredit the organizations participating even though they 
were not responsible. 

In 1881, while the Knights of Labor was still powerful and growing 
more powerful, the “Federation of Organized Trades and Labor Unions 
of the United States and Canada” was organized. Many of the unions 
that participated were local assemblies of the Knights of Labor, although 
the two groups were later to become bitter rivals. This organization in 
1886 changed its name to the American Federation of Labor. The 
ultimate victory of the federation was a victory for a set of policies 
carefully worked out from the experience of such craft unions as the 
cigarmakers, whose Samuel Gompers became the leading figure and 
perennial president of the new organization until 1924, when he died. 
The Knights of Labor survived until the ’nineties, but lost ground very 
rapidly. 

The hard- won experience of Gompers, Strasser, and other 4eader8 of 
the A. F. of L. indicated to them very clearly that to be successful in 
defending labor’s interests they had to avoid dissipating their strength 
and diluting their enthusiasms in the pursuit of utopian dreams. If 
theirs was a calculated distrust of revolution, they knew that the people 
distrusted it with unreasoning passion and were inclined to suspect it 
in the labor movement; consequently they had to avoid not only its 
substance but its appearance. In the programs of their unions they 
were guided not by any fanciful charts of imaginary kingdoms beyond 
the horizon, but by the immediate and visible objects that would cause 
work to be less irksome and to yield the means for better living. They 
not only accepted capitalism but desired to function within it. Even the 
old dream of a worker-controlled economy through producer cooperation 
they had learned to distrust. 

With businesslike opportunistic day-to-day programs they naturally 
adopted a decentralized form of organization, with the ultimate authority 
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in the hands of self-governing local unions in touch with the conditions 
on the job. The federation itself was for the purpose of expressing the 
common interest of all the locals and for preserving harmony among 
them. It was not long in learning that one of its serious problems was 
that of avoiding conflict resulting from overlapping of different unions 
in the same field. Dual unionism was a bugbear to be avoided at all 
costs. 

On account of their minority consciousness and the feeling that legis- 
lation was a two-edged sword, the leaders of the A. F. of L. have taken 
fairly consistent stands with regard to their policies of immediate action. 
They have insisted on: 

1. The avoidance of entangling alliances with nonlabor groups or 
idealistic movements such as farm groups, the cooperative movement, 
general panaceas; 

2. Distrust of legislation as a means of securing gains, dependence 
primarily on negotiated agreements with employers; 

3. Complete avoidance of any commitments to political parties; adop- 
tion of an opportunistic policy of rewarding friends and punishing 
enemies regardless of party lines. 

While the A. F. of L. was dominant until recently, there were some 
important manifestations of unionism outside its ranks. The “Big 
Four” Railway Brotherhoods have steadfastly remained aloof. They 
were powerful enough in their own right so that they could afford to 
remain independent. Others stayed out of the federation because they 
did not agree with its program. An interesting example was the Western 
Federation of Miners during the ’nineties. Their members were rough 
and tough miners in the frontier districts of Colorado and Montana, and 
their employers were equally rough and tough. Disputes were usually 
gory, and the miners had no sympathy for the conservative piety of the 
Federation. 

The Industrial Workers of the World was formed in 1905 out of some 
scattered remnants of the Western Federation of Miners and a few 
visionary intellectuals who had been thrown out of eastern unions as 
“theorists.” By and large these latter wrote the extremely radical con- 
stitution, with its dreams of establishing a new order in which the 
workers would appropriate each industry. The actions of the union on 
the other hand were directed by the rank and file, who were interested 
in bread and butter. They sang “Pie in the Sky,” not the “Interna- 
tionale.” They were, it is true, for the most part an unstable, transient, 
emotional group, temperamentally quick to violence. They were of a 
social class that received little sympathy from the people with whom 
they came in contact. Their story is scarcely that of a social menace, 
but of a human tragedy, though they were feared and hated at one time 
with a hysterical and bitter hatred. 

The outbreak of World War I in 1914 found the labor movement in 
the doldrums. For ten years unions had merely been holding their own 
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in organization, and they were in the grip of depressions. Politically 
however their support of Wilson in 1912 had left them in a more favor- 
able position, and the revelations by the Commission on Industrial 
Relations of the callous inhumanity of certain employers had practically 
for the first time won them widespread public sympathy. As the war 
progressed prices were rising, the cost of living was going up. Naturally 
labor wanted higher wages so that they could at least maintain their 
former plane of Jiving. Meanwhile with immigration from war bound 
Europe practically cut off, it was easier to obtain wage increases. The 
long-dormant movement for the eight-hour day gained ground in many 
industries, particularly in those industries where there was a great 
influx of women workers. When the inability of the railroads and their 
employees to settle the eight-hour issue threatened to cripple vital 
transportation facilities Congress passed the Adamson Act, providing 
for the basic eight-hour day on railroads. This gave greater weight and 
respectability to demands for the eight-hour day in other industries. 

At this point the United States itself entered the war. Orderly labor 
relations became even more vital to national defense. Far-sighted men 
like Carlton Parker not only began to present the idea that by attempt- 
ing to understand labor and work with it in adjusting legitimate griev- 
ances and reasonable demands it was possible to forestall unreasonable 
action ; such men were also conspicuously successful in mediating violent 
and spectacular disputes. The policy of the A. F. of L. was to be cooper- 
ative and avoid hot-headed action, meanwhile negotiating concessions in 
return. This policy proved very fruitful, so long as the war lasted. 

With the close of the war however the truce ended. Labor felt that 
its long restraint should be rewarded. On the other hand many indus- 
tries were not yet wholly reconciled to a permanent policy of dealing 
with unions. In the autocratic steel industry where workers as late as 
1924 were still working a twelve-hour day seven days a week, with a 
twenty-four-hour day every two weeks when the men changed shifts, 
there was a violent strike in 1919. In spite of the report of«%he Inter- 
church World Movement on the facts of the case, public opinion, already 
outraged by the comparatively few but well publicized strikes of the 
wartime, turned against the labor movement. Employers joined in a 
nationwide campaign well timed to undermine the unions in their plants. 
Union membership fell to a fraction of its wartime peak. During the 
prosperous ’twenties with its dreams of permanent and ever-increasing 
prosperity it never recovered. Not until the bubble burst in 1929 did 
workers again become more interested in the pay check than in the stock 
market, and not for several years more were they in a position to start 
recapturing lost ground. 

An old issue in the history of the A. F. of L. has been that between the 
craft and the industrial forms of organization — should workers organize 
by occupation regardless of industry, or by industry regardless of craft? 
Sam Gompers early settled that in his own mind; feeling that unity could 
be derived only from the common objectives and common problems of a 
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common craft. He had seen broader unions crumble from internal dis- 
sension, as each occupation group urged its own problems as the most 
important for the attention of the union. The federation did, however, 
have two industrial unions within its ranks already — ^the United Brewery 
Workers and the United Mine Workers. Those had been permitted to 
remain, since they were indeed powerful groups, but the policy was to 
admit no more industrial unions. 

It was said that the division of labor made craft unionism the only 
appropriate kind. It set workers at separate tasks, gave them diverse 
and distinct problems and interests. For one union to promote the 
interests of all would be virtually impossible. It was a job for special- 
ized groups who knew the special problems, the typical grievances of 
each group. Sidney Webb, the eminent English labor historian pointed 
this out very clearly in his book Industrial Democracy, first published 
in 1897. 

Meanwhile industry marched on. The division of labor progressed. 
Tasks w'ere divided so minutely on the assembly lines of some industries 
that the effect was to bring workers together in interests and type of 
problems rather than separate them. The plea for industrial unionism 
was revived. 

In 1933 at the bottom of the depression American trade-unions were 
in a sorry state. In that year, however, the NIRA’’ in Section 7(a) 
specifically guaranteed to workers the right to organize and bargain 
collectively without interference by employers. With no heavy handed 
antiunion campaign to fear, organization proceeded rapidly. It seemed 
that labor’s golden age was at hand. It seemed to some union leaders 
that here was the opportunity to increase the strength of the labor move- 
ment, and to do something for what appeared to be some of the worst 
exploited groups by organizing- previously unorganized workers. At the 
1934 convention this feeling was widespread enough to lead to passage 
of a resolution calling upon the executive council to embark on an 
organizings campaign in the mass-production industries. The old heads 
of the craft unions, who dominated the executive council, were none too 
enthusiastic about this task. They felt that these new converts would 
have too many enthusiasms and too little judgment, and that this 
might lead to ill-advised strikes and unwarranted demands. They 
might discredit unionism with the public, bankrupt the treasury through 
unsuccessful strikes, thus jeopardizing funds accumulated for benefit 
payinents, and vote out of existence long-established and successful 
policies before they learned to understand them. These were honest 
and genuine fears, even if not altogether warranted. Consequently, the 
organizing of mass-production workers proceeded slowly and unenthusi- 
astically. By the time of the 1935 convention little had been done. 

To many of the delegates this appeared like a betrayal. They 


7 National Industrial Becovery Act. 
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demanded explanation and they demanded action. Failing to get it 
from the executive council, representatives of eight unions got together 
and formed a committee within the American Federation of Labor to 
work for the furtherance of unionism in the mass-production industries. 
This committee became known as the Committee for Industrial Organi- 
zation. The organizing activities of the committee in such industries as 
steel, rubber, and automobiles were very successful and spectacular. 
The activities of this committee appeared as an increasing menace to the 
old-line craft unionists. The skilled aristocracy of labor saw itself 
threatened by these developments. Jealousies between the craft union- 
ists and the CJi.O. leaders developed to a white heat. Failing to induce 
the C.I.O. to disband, the executive council of the A. F. of L. finally 
suspended from the Federation the unions involved. The C.I.O. then 
set up its own completely independent organization, later changing its 
name to the Congress of Industrial Organizations. Within a few years 
its numerical strength matched that of the Federation. 

Trade-unionism in the current American scene 

Today unionism in America has spread to include a proportion of the 
population heretofore untouched by any effective labor organization. 
For the first time it reaches down to workers of all degrees of skill, and 
has moved with dramatic success in the big mass-production industries. 
A liberal federal administration has supported labor organization and 
labor’s right to collective bargaining. The last recalcitrant group of 
employers are being “brought into line,” though most unwillingly. In 
general, trade-unionism is being accepted at long last as a permanent 
and extremely important part of the economic structure of the nation. 
But there are many weak spots in labor organization today, and there are 
many uncertainties ahead. What are the most significant elements in 
this current picture? Speculation concerning current trends is danger- 
ous, but interesting. We have selected four points for consideration: 
(1) the significance of current internecine strife between different union 
groups, (2) the impact of concurrent war. conditions and union organiza- 
tion campaigns on public attitudes and union stability, (3) the question 
as to whether or not there is a developing sense of class solidarity, and 
(4) social unrest and communistic activities within the labor movement. 
These four sets of considerations are obviously mutually inter-related. 

1. Strife between unions seems to reflect a number of pressures both 
from within and from without the labor movement. The conflict be- 
tween craft and industrial organization is an important one, and is 
directly related to technological evolution in industry. There seems 
little likelihood that either type of unionism will eliminate the other, but 
industrial unionism has been gaining relatively. This is to be expected 
with the technological breaking down of craft lines and the aggressive 
campaign to extend the front of labor organization, However, if they 
must bargain with trade-unions, it is much simpler for employers to deal 
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with the business agent of a single industrial union than with those of 
thirty or more craft unions. Reluctance to do so is usually due to dis- 
trust of the responsibility of C.I.O. leadership. But internecine strife 
is not due entirely to the inevitable economic conflict between these two 
bases of organization. It reflects two other factors as well. One of 
these is the rivalry between leaders of trade-unions in their search for 
personal power. This rivalry extends into sections of the C.I.O., and is 
not confined to C.I.O. — A. F. of L. conflicts. It is tied up with the 
third source of conflict, the fights between those who seek to establish a 
relatively conservative, job-conscious, pragmatic unionism on the indus- 
trial basis, and those who seek through the C.I.O. to further the cause 
of social revolution. Internecine warfare of whatever sort weakens 
labor’s position. Whether this will result in a serious set-back to labor 
organization remains to be seen; such prophecy is beyond the competence 
of this analysis of the labor situation. 

2. The defense program of 1940-41 gave labor opportunities to win 
further recognition and wage increases. The consolidation of gains of 
previous years was viewed as essential by hard-hitting union leaders. 
War conditions coming at this particular time in trade-union growth, 
exerted especially heavy pressure to engage in strikes for union recog- 
nition. At the same time, such strikes tended to evoke far more public 
hostility than would occur in a less critical period. It is significant, 
however, that the strike record in these years was remarkably moderate 
when matched against the record of World War I. 

3. There has been much discussion as to whether we are developing 
in America at the present time a class-consciousness approaching that 
which has been known in Europe for many generations. There are 
many factors which might lead us in that direction. Most important is 
probably the closing in of markets and the juggling down of economic 
relations so that workers are becoming a more settled “class.” In 
response to this, there may be an increasing awareness among workers 
of scarce economic opportunities. This reflects both the domestic de- 
pression of the ’thirties, and narrowing international trade. A counter- 
acting influence is the spread of educational opportunities which may 
once more open up to laboring people avenues leading to new economic 
horizons. Social security legislation is an expression of these changing 
circumstances and attitudes. 

4. Communism and class-consciousness are not necessarily tied to- 
gether. It may well be argued that there is a growing solidarity of 
working-class people, as has long existed in England, and yet that 
there is no real appearance of a revolutionary philosophy among these 
laborers. On the other hand, in this period of change and social unrest 
those who believe in revolutionary reconstruction of society find some 
listeners. There can be no doubt that such individuals have penetrated 
some of the local unions of unskilled and relatively casual laborers. Thus 
is not new; the I.W.W. appeared in an earlier period of social unrest. But 
such attitudes have not reached dimenrions of any great significance. 
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A comparison of trade-unionism in England and the United States 

We are now ready to make some summary comparisons between the 
history of trade-unionism as it developed in Great Britain and in the 
United States. 

1. Trade-unionism got on its feet much later in America than in 
England. Though generally accepted by British employers forty years 
ago, it has just recently been coming into this position in the United 
States. There is still probably a majority of American laborers who are 
not union members, and a smaller proportion who do not come under the 
provisions of trade-union agreements. 

2. In both countries successful trade-unionism developed on a rela- 
tively conservative and pragmatic basis. Objectives were direct and 
immediate. Unionism was job-conscious, and it first gained a foothold 
among skilled workers. 

3. In England, despite the importance of the separate unions, the 
laboring class as a whole developed a solidarity in attitude and political 
action that has not appeared until recently, if at all, in the United States. 
The reasons for this are evident in the different social and economic 
conditions prevalent in the two countries. 

4. Contemporary developments in economic and social conditions in 
America are setting the stage for the growth of a more class-conscious 
unionism, though the growth of the system of public education in part 
counteracts this settling down of a more mature economy. 

6. Trade-unionism in England has become allied with a labor party. 
In America this has not been the case, partly because of the nature of 
our political system and partly because as a minority group labor could 
not turn so effectively to political action. 

6. Despite sporadic attempts to swing labor into a revolutionary pro- 
gram, such ideologies have never really taken hold in either the United 
States or Great Britain. 



CHAPTER 31 


Participation of Organized Labor in the Control 
of Economic Activity 


Trade-unions are playing an increasingly important role in the control 
of economic affairs. This influence is exerted primarily through the 
medium of agreements between organized labor groups and industrial 
management. Negotiations of organized workers with their employers 
are usually given the name of “collective bargaining,” and the results of 
these negotiations take form in “collective agreements.” 

Collective agreements have become of increasing importance with the 
growing power and scope of trade-union organizations and the growing 
need, from the worker’s point of view, of representation of his interests 
in dealings with the managers of large enterprises. They are commonly 
local agreements, covering all workers in all firms of a certain kind in a 
particular locality; they are sometimes regional, as in the bituminous 
coal agreements; there are a few important national agreements gener- 
ally followed by the local units; increasingly important are the agree- 
ments negotiated with large corporations by industrial unions. 

What are the attitudes of workers and employers toward collective 
bargaining? What are the contents of such agreements? What are 
the weap<Su8 of labor find management in the struggle for power and 
advantage?^ How do these things add up in predicting the future role 
of trade-unions in controlling industrial activity? These questions are 
all important, and they now challenge us. 

Attitudes Toward Collective Bargaining 

Attitudes and arguments of workers 

The increasing interest of workers in collective bargaining is easily 
understood. Through such bargains they seek to improve their posi- 
tions, including the wages received, the hours worked, the security of job 
tenure, the conditions surrounding their work; such agreements provide 
one^ of the poMible avenues for keeping particular scarce job oppor- 
tunities for a limited group of workers. Individual bargaining, familiar 
enough when the worker in a small business talks things over with his 
friend and neighbor the boss, is out of the question for the man on the 
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assembly line in the Ford Motor Company. Under individual bargain- 
ing the man who objects to being literally handcuffed to his machine 
cannot become insistent or he will soon be walking down the road talking 
to himself. Under collective bargaining a hired business agent who does 
not work for the company and has no fear for his job can take the 
matter up quietly with the personnel department with some hope of a 
reasonable adjustment. And under collective bargaining the individual 
workman may be protected from the fear that he will be at any moment 
displaced by someone offering to take the job for less, or even by men 
shipped in from other areas by an employer aiming to break down the 
existing balance in the labor market. 

As arguments in support of their position, workers bring up a number 
of points. They appeal to the general public by citing instances of 
unscrupulous employers who bring in uninformed workers from other 
areas and flood the local labor markets in order to depress wages. They 
point out to the public and the employers that collective agreements will 
be of benefit to entrepreneurs in the industry because they will stabilize 
conditions in the labor markets and prevent one firm from gaining a 
competitive advantage over others by cutting wages. They argue that 
through settling disputes in this way employers will avoid the stoppages 
of work and the losses of efficiency that accompany situations in which 
workers are dissatisfied or feel injured, and that the general improve- 
ment of morale will greatly increase labor productivity. They also 
argue that they will act as recruiting agencies for qualified labor thus 
protecting the employer and relieving him of the need for incurring the 
costs and risks involved in such recruiting. 

Attitudes and arguments of employers 

Employers do not always look at it the same way. They do not want 
anyone to interfere with their powers to control their businesses in every 
aspect of policy making. They want to be in a position to readjust 
wages as they may see fit, to determine independently the conditions of 
work which they will provide, to hire and fire at their own discretion. 
In part these attitudes simply express the aims of the employer to 
maximize profits, and 'o retain a free hand in making decisions that 
will affect these profits. In part they are much more subtle, reflecting 
a desire for untrammeled power for its own sake. Frequently employers 
question the truth of the unionists' claims concerning the advantages of 
collective bafg,aiaing, and doubt the degree of responsibility of unionists 
in upholding their end of the bargain. The advantage of collective 
bargaining will appear most unimportant to employers in large enter- 
prises that can dominate both labor markets and the markets in which 
they sell their products. (These are just the situations in which the 
workers most desire collective bargaining as a protection against power- 
ful employers and groups of employers.) 

The principal argument of employers is that freedom of management 
in making decisions concerning labor is essential if production is to be 
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efficient and if flexibility of adjustments is to be maintained. They also 
argue that usually collective agreements infringe upon democratic rights 
of individual workers to make their own decisions, and that they infringe 
on the property rights of management in the conducting of business. 

In the past when management has accepted collective bargaining it has 
done BO partly because trade-unions have become powerful enough to 
force acceptance, and partly because of the improved relations with labor 
and the greater production efficiency that might ensue. Recently gov- 
ernment has stepped in and required that workers in interstate industry 
be permitted to bargain with employers through representatives of their 
own choosing. 

The Contents of Collective Agreements 

The earliest collective agreements were largely quite informal, con- 
fined to provisions concerning wages to be paid, the employment of union 
men, and in some cases hours of work. Gradually these agreements have 
come to include not only wages, hours of work, and the employment of 
union members, which remain the keystones of the agreements, but 
frequently provisions concerning conditions of work and safety devices, 
promotions, policies of hiring and firing, and enforcement of the agree- 
ment. In some cases there have also been provisions for health insur- 
ance and sickness leaves, for dismissal wages, for policies concerning the 
introduction of new processes that might displace workers, and even for 
union participation and cooperation in the determination of production 
policies and in making suggestions for improving efficiency in the oper- 
ation of the shop. 

No classification of the contents of collective agreements would be 
entirely satisfactory, but for convenience we may group the most com- 
monly included provisions under three heads: (1) employment policies 
and job protection, (2) wages and hours, (3) enforcement of the agree- 
ment. The first essential of any collective agreement is of course the 
recognition of the union as the representative of all of the workers 
involv^ in the agreement; in the craft types of agreements this means 
recognition of the craft union as the representative of all the members 
•of the craft employed by the firms involved in the agreement whether or 
nob they are members of the union ; in industrial unions it means recog- 
nition of the industrial union as the representative of all the workers in 
the firm who might be members of that union, whether or not particular 
individuals are in fact union members. 

ProvisioiTS concerning employment and job protection 

Pro-visions concerning employment policies and job protection are 
primarily a part of labor policy intended to maintain control over the 
disposal of scarce job opportunities. In part these provisions are de- 
signed to strengthen the union and protect it from destruction by antago- 
nistic employers; in part they are primarily protection for individual 
workers against unfair treatment by foremen or others in the firm. There 
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are many different forms which such policies may take. The most impor- 
tant of those commonly appearing in collective agreements are: (1) 
closed or preferential shops, (2) specifications as to what constitutes 
sufficient cause for firing a man, (3) specifications as to how jobs shall 
be divided when work is especially slack, (4) provisions directly intended 
to prevent the use of methods of production that would diminish the 
amount of employment available to the workers represented by the 
union. 

1. A closed shop exists when the employer undertakes to employ no 
one who is not a member of the union. Obviously an employer would 
oppose a closed shop unless he had already accepted the union and become 
thoroughly satisfied with the working relations that had been established 
over a period of years; and in such a case the union would have little 
reason to fight for a closed shop anyway. It is only in cases where 
unions are very strong that they are able to obtain a clause in the agree- 
ment specifying a closed shop. Closed shop provisions are very general 
in older agreements in the building and printing industries and among 
the garment workers. A preferential shop is probably more common than 
is a closed shop; this is a shop in which union workers will be given 
preference over nonunion workers if they have the necessary qualifica- 
tions for a job.^ 

2. In many agreements the legitimate causes for firing are carefully 
defined and limited, and methods of procedure are carefully laid down. 
The grievance committees on the railroads are well known, and the pro- 
tection they provide to workers is very much valued among the men 
themselves. The hosiery workers have a provision that the union should 
be notified concerning unsatisfactory work and conduct on the part of 
any laborer; the union then takes the responsibility for checking on the 
individual involved and only after warnings have gone unheeded will 
he be fired.* 

3. There are two principal approaches to the problem of dividing the 
work in periods of slack employment. One of these is the seniority rule; 
tlie other is equal division of the work, involving shorter hours all around. 
The railroad unions are famous for their seniority provisions, to the 
effect that the man longest on the job shall be the first to be promoted 
and the last to be laid off, and vice versa. These will be discussed more 
fully in Chapter 32. Outstanding examples of provisions for “equal 


1 A recent development is the “maintenance of membership agreement.” An ex- 
ample is the agreement in the Kearny shipyards, with United States Steel. This 
provides that all those who are members of the union or who become members 
during the life of the agreement must be forced to remain so on pain of being fired, 
or of having collected from them union dues plus any fines the union may impose 
on them. It is a compromise between closed shop and open shop, since present 
employees who are not union members do not have to join, and nonunion men 
can be hired. 

^Structure oj the American Economy, p 328. 
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division of the work” are those in the garment industries, the hosiery 
industry, in breweries, and in most bakery agreements.* 

4. Attempts to check competition from other methods of production 
take many forms. These include provisions concerning the introduction 
of machines that displace labor, sometimes controlling the rate at which 
these innovations may be applied; such agreements may simply change 
the period of readjustment without actually blocking the change. They 
also include provisions in agreements that specify the number of men to 
be hired on a particular job even though changed methods may make 
some of these workers quite superfluous. The most notorious examples 
are in the building trades, especially in Chicago and San Francisco ; they 
have been a major factor retarding the development of prefabricated 
housing. When carried to extremes these policies may in fact involve 
collusion between workers and employers in a joint program to support 
each other in monopolistic positions while milking the public. Their 
economic effects will be considered in the next chapter. 

Wage and hour provisions 

High wages and short hours are probably the primary goals of union 
policy. The provisions concerning employment and job protection might 
be viewed as methods for attaining and maintaining these wages and 
hours, though they are also significant in themselves as devices for pro- 
viding security to workers. Wage and hour provisions are not easily 
separated. The setting of a basic working day with extra pay for over- 
time work is both a wage and an hour provision. 

Where workers are paid by the piece, instead of by the day or hour or 
week, there are frequently very detailed specifications.^ Coal miners, 
who are paid according to the amount of coal mined, protect themselves 
by provisions for checkweighmen to be selected by the workers them- 
selves. In the case of the garment workers a committee that includes 
union repifsentatives, workers in the particular shop, and representatives 
of management is responsible for the adjustment of piece rates. In the 
automobile and rubber industries there are provisions for “negotiation on 
matters of production standards, speed, and wage rates.” * 

Basic in all wage and hour provisions is the insistence on a standard 
rate. All persons doing the same thing for the same period of time and 
under the same working conditions are to receive the same return. Ex- 
ceptions to this are extremely rare. It is the fundamental basis of pro- 
tection of the rate of earnings from the nibbling away that would be 
possible if employers were permitted to distinguish between different 


p. 328. 

* * These detailed provisions aye partly to protect workers against unfair treatment' 
of individuals, partly against the “speed up” of work that pushes workers and is 
often associated with downward adjustment of rates per piece, and partly against 
unintentional discrepancies of rates where the adjustments are very complex. 

* /Structure American Economy, p. 328. 
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workers. It is fundamental in union tactics designed to prevent the 
undercutting of wages by “scabs.” 

Provisions for enforcetnent 

Provisions for enforcement of agreements are extremely important. 
The variations of detail are so great as to make discussion of them here 
quite out of the question. There are three major aspects of the enforce- 
ment problem: (1) interpretation of the provisions of the agreement, 
(2) questions as to whether the parties to the agreement are living up to 
their obligations, and (3) adjustment of issues related to the agreement 
but not specifically treated in any of its provisions.® In some agree- 
ments there are elaborate provisions concerning the machinery for en- 
forcement and the settlement of disputes. In others very little is said 
about this problem, and adjustments may then be settled (if they are 
settled) through informal contacts between union agents and repre- 
sentatives of management. 


Labor Disputes 

Union policies and weapons in collective bargaining 

For the most part the general public is unaware of the activities of 
unions except when a strike is declared. A strike is a concerted cessation 
of work by a group of employees with the purpose of forcing the employer 
to attend to their grievances, and with the intention of returning to the 
job when grievances are redressed. Usually the objectives are concerned 
with wages, hours, working conditions, and recognition of the union in 
collective bargaining. The strike may be called either to obtain an 
improvement or to prevent an adverse change. It has been noticed that 
a strike, if not so prolonged as to be utterly demoralizing, gives the 
members a feeling of solidarity that bolsters the morale of the union. It 
is even a serviceable organizing technique, since a strike at^^acts new 
members, and is often used primarily as such, although specific demands 
are always asserted against the employer. 

In industries in which trade-unionism "has been long established peace- 
ful collective bargaining may proceed quite smoothly year after year. 
More often it will meet at least occasional snags. The effectiveness with 
which a trade-union can bargain will depend upon the power that it can 
muster to enforce its demands. Whether it will have to use this pow'er 
directly will depend in large part on the attitude of employers and on 
custom in the industry. Whether or not force will be resorted to will 
depend also on the temperament of trade-union leaders and their estimates 
as to the possible successful outcome of a forceful policy at a given time. 
Established unions seldom have strikes. When they do they fight for 
a vital objective. Moreover, they have already planned the strike, pr«- 


•Hoxie, Robert Franklin, Trade Unionism in the United States, Appleton, 193% 
p.266. 
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^wired iot it bjr hfl’i^iilig available mfonay itt their treasury or by negotiating 
a loan from another union, and they go into the strike determined to 
win. These conditions would characterize any strike in such strong 
and established unions as the United Mine Workers of America, the Rail- 
Vray Brotherhoods, International Typographical Union, the International 
Ladies' Garment Workers. There are other reasons for lack of strikes 
by established unions. Employers of these union workers are used to 
negotiation and wish to arrive at a peaceful solution. Strikes are costly 
to both sides. Each side knows the strength of the other fairly accu- 
rately, so has little to gain by expensive strikes or shut-downs. 

If a strike is to be successful the strikers must insure that they will 
liot be replaced in the job by other workers. One device which they 
use to try to secure this result is “picketing.” This means posting 
workers at the entrance to a plant to inform passers-by that a Strike is 
in progress. Frequently, a few pickets will suffice to keep strikebreakers 
from entering the plant since most workers have deep ethical scruples 
against “scabbing.” Sometimes mass picketing is resorted to with 
scores or hundreds of workers around the gates to discourage strike- 
breakers from entering. Whenever the situation becomes this desperate 
it is difficult to restrain violent conflict. The rank and file find it hard 
to refrain from laying violent hands on “scabs” going in to take their 
jobs. Sometimes employers welcome or even attempt to provoke violence 
In order to turn public opinion against the strikers and perhaps to make 
out a case for calling in troops. The cautious leadership and close 
discipline that this situation calls for is not always forthcoming. 

During a strike, or after an unsuccessful strike, unions may seek to 
bring pressure on the employer through his pocketbook by inducing their 
members and sympathisers not to purchase his product. The hope is 
that they will have enough public support so that the employer on the 
“unfair” list will find it cheaper to yield than to suffer a continuance of 
the boycott. This is rarely a very effective weapon.'^ 

All of “these — the strike, picketing, boycotts — are aggressive weapons 
of labor warfare. Other measures that increase the powers of unions 
are of the kind that are incorporated in collective bargaining agreements, 
or in legislation. The union strengthens its position through definite 
agreements that recognize it as the bargaining agency for the workers 
and through closed and preferential shops that make its position secure. 
It gains through any policies that increase the attraction it will have for 
workers, as when it protects them against unjust discrimination in firing, 
or against speed-ups in piece-rate establishments. 


^■The onposite of the boycott is the union label. This label attached to com- 
ii\odities indicates that they were made by union labor under union conditions. 
The clothing workers, tobacco workers, printers, and others use the union label. 
The Label iWdes Department of the A. F. of L. tries to stimulate consumer con- 
#!iousness df the label among uniob members and others in order tiiat fridndly 
employers may profit by their cordial relations with the union. 
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Employer policies and weapons in collective bargaining 

Employer policies toward labor organizations may be of four general 
types. They may (1) ignore the existence of the union; (2) actively 
fight it and attempt to destroy it or to eliminate its influence; (3) accept 
the fact of its existence but try to influence its policies and control or 
coerce it; (4) cooperate with it as far as reasonably possible. Although 
many employers have pursued very cooperative policies, we shall focus 
attention here on some of the techniques by which employers may fight 
unions. 

If active resistance to unions is planned it may take various lines. 
The most subtle is “deflating” unions by anticipating grievances and by 
providing welfare services. In the period after the First World War this 
welfare capitalism blossomed out with profit-sharing plans, bonuses, 
thrift plans, group insurance, pensions, mutual benefit plans, and so on. 
Many of these were withdrawn when the firms ran into difficulties with 
the Great Depression. In particular the employees of many firms who 
had been induced to buy stock in the firm on easy payments very often 
felt after the crash that they had been cheated. Thus much of the good- 
will obtained under these welfare plans during prosperity was purchased 
at the cost of resentment later on. But some of the more soundly con- 
ceived versions of the plans survived and were effective. A few out- 
standing firms had even more attractive formulas, such as stabilized 
employment with guaranteed minimum annual earnings. Of course not 
all businesses find their own sales steady enough to do this. 

Welfare capitalism mismanaged can be anything but a source of good- 
will. The excessive supervision exercised by some of the patriarchs of 
industry over the private lives of their employees is a case in point 
It is much like forcing a child to eat spinach. It may be conceived in 
his interest, but it will not earn his goodwill. 

More aggressive resistance to unions may take the form of prpmoting 
or encouraging the operation of a Company Union. This maj^be defined 
as any organization of workers as such that is intended to have no 
members and no affiliations outside the. group employed by a particular 
firm. A company union is often successful in giving the workers the 
impression that their interests are taken care of without the need of an 
outside union. However, the officers of such a union are always vul- 
nerable to the displeasure of their employers and usually ineffective in 
cases where there is any real clash of interest. There are a few cases 
where company unions have felt this so strongly that they have gone 
over bodily into the independent labor movement. The company unions 
have lost ground tremendously since the prohibition of employer financing 
or control of labor organizations written into the NIRA in 1933 and 
reaffirmed in the National Labor Relations Act in 1935.** They have 


® The prohibition applies of course only to industrip.s in the federal junsdictioit, 
that is, to industries in interstate commerce. 
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been able to survive, on the whole, except in a “hothouse” atmosphere. 

More usual and more popular has been a policy of maintaining an 
open shop. In practice this may mean either that the firm’s policy is 
to permit hiring of nonunion workers, or that it hires only nonunion 
workers. If the latter aggressive policy is followed the employer has 
two problems: detecting and keeping out workers who are already 
members of the union, and preventing his present employees from joining. 
To the first end associated employers sometimes use the “blacklist” of 
men who are not to be hired, either in the form of a list more or less openly 
circulated, or in some more subtle form as inserting some secret giveaway 
phrase or symbol in an apparently good letter of recommendation. To 
the second end a device formerly widespread was the so-called “yellow- 
dog contract,” wherein the worker agreed as a condition of employment 
not to join any union except perhaps a company union. The yellow-dog 
contract has now also been outlawed for interstate industries. 

In any kind of antiunion activity considerable use has been made of 
private detectives or “labor spies” to keep the employer posted. On 
some occasions these men have been able to become ofBcers of the union 
and report its every move from the inside. Ironically, this use of spies 
has not uncommonly resulted in the victimizing of the employer as well 
as the worker. The detective is hired to find trouble, and if he does not 
find it he makes it rather than report all tranquil and find himself out 
of a job. 

There remain a few other measures that may be observed when the 
situation results in open conflict, such as the strike. The employer just 
as much as the union is interested in favorable public opinion and a 
friendly press, and is usually in a better position to get it. Often also 
by one means or another he is able to manipulate the situation so as to 
enlist the machinery of the law on his side. In the most unsavory cases 
this may be a mere matter of political connections. At the other extreme 
it is simply a matter of securing the equal protection of the laws. But 
there is ajarge intermediate zone where the law is either indefinite or 
says nothing that applies to the conflict. Under these circumstances 
either in good faith or as a matter of tactics employers resort to the 
injunction. An injunction is a court order issued in advance requiring 
a person or group to refrain from action that would permanently injure 
property. (Just what injures property is a ticklish question, which in 
the last analysis must depend on the judge’s interpretation.) Violation 
of the injunction brings the violator in “contempt of court,” which is 
punishable by fine or imprisonment. By means of the injunction, actions 
otherwise quite legal may be temporarily rendered illegal for the indi- 
vidual or group enjoined. Without great insight and restraint this may 
have utterly unfair results. An extreme case took place in connection 
with the Pullman strike of 1894 when the union leader Eugene Debs was 
enjoined from a long list of specific activities, and finally “from doing 
raything whatsover.” The granting of injunctions in labor cases has 
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recently been drastically restricted in federal courts, and m the courts 
of some states as well 

It is unfortunate that the occasions when labor relations get in the 
papers are the cases when things go wrong. There are many business 
firms in the United States whose personnel departments have extremely 
cordial relations with both organized and unorganized workers. They 
earn the respect of the unions and are willing to give a sympathetic hear- 
ing to even the more unreasonable aspirations of the workers. Continu- 
ous negotiation between management and labor on a basis of healthy 
mutual understanding must not be underestimated in either extent or 
importance. This kind of cooperative attitude on the part of manage- 
ment is likely to call forth a higher order of labor statesmanship than 
would be evident without it, and conversely is very often found as a 
response to enlightened labor statesmanship. 

Looking Forward 

It is now evident that the role of trade-unions in the control of economic 
activities may have many ramifications, and is of great importance. 
Some of the economic implications of the policies of trade-unions will be 
considered in the next chapter. Here we summarize briefly and take 
a look into possibilities with regard to the future role of trade-unions 
in the management of industry. 

1. Trade-unionism has spread with great rapidity in recent years in 
the United States. The big mass-production industries have been 
effectively organized for the first time, and agreements have been nego- 
tiated with employers so adamant heretofore as Henry Ford and the 
magnates of United States Steel. Agreements are becoming more com- 
mon and more important. More different types of workers are covered 
nnd the geographic areas over which agreements are concluded are 
widening. Jointly concluded agreements between groups of craft unions 
or craft and industrial unions on the one hand and employers on the 
•other are beginning to appear. Agreements between large labor organ- 
izations and big corporations have recently been in the ascendance. 
Though we may expect that labor will experience setbacks in these 
respects, it seems clear that the underlying trend is toward an increased 
voice of labor in the management of a larger proportion of industry. 

2. The contents of collective agreements are expanding. Participation 
in control over wage and hour policy is obviously participation in an 
■ extremely important part of the control of economic activity. In addi- 
tion unions are having an increasing voice in employment policies, in 
decisions to hire and fire, in policies concerning the division of work in 
slack periods, in what innovations shall be introduced and how they 
shall be introduced, and in many other matters. 

3. Trade-union leaders are taking an increasing interest and playing 
an increasing role in production planning that takes into account the 
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■Welfare of an entire indust^. This is especially encouraged by the 
development of industrial unionism, which identifies the interests of the 
w^Prkers much more closely with the interests of the industry. Examples 
of these developments are easily cited. One of the oldest unions to take 
this broad point of view is the Amalgamated Clothing Workers, which 
has been an industrial union for many years, and' has worked in close 
oooperation with employers in efforts to stabilize conditions in the indus- 
try. This union has even participated in plans for reorganization of 
establishments on the verge of bankruptcy. The International Ladies 
Garment Workers’ Union presented a detailed plan for sales promotion 
that was adopted by the manufacturers in 1941. The United Hatters 
Cap and Millinery Workers have organized and supported campaigns 
to increase the demand for hats in order to support high wages and to 
increase employment opportunities for workers in the industry. “Hat 
week, initiated in Philadelphia by one of the locals, proved so successful 
that hat weeks have since been introduced by cooperative action of hat 
manufacturers and unions in other cities.® 

A joint Mechanized Mining Commission has been set up in the bitumi- 
nous coal industry , for cooperative study of the problems arising with 
mechanization. On some of the railroads worker participation in pro- 
duction policies has been developed through programs that would bring 
to the management suggestions of workers for improved efficiency in the 
shop; these have proved highly successful. Even before the Second 
World War the Steel Workers’ Organizing Committee (one of the unions 
in the C.LO.) made detailed suggestions for improvements in production 
•efficiency, encouraging local unions to try to introduce such a program 
when they have become suflSciently well established; but as yet manage- 
ment in this industry has apparently shown little interest. Though pro- 
grams of this sort can be carried out effectively only when a spirit of 
mutual trust and cooperation between workers and employers has 
developed, they may in turn help build up good relations between labor 
and mariS^ement. They also lead to collusive action between labor 
-and management groups “in restraint of trade.” Such programs, both 
constructive and destructive, may well prove to be of increasing signifi- 
cance in the future. 


® Dunlop, John T., "The Determination of Wages,” in the American Economic 
Review, Supplement, March 1942. 



CHAPTER 32 

The Economics of Trade-Unionism 


The role of job-conscious unionism in economic life is clearly important-; 
but what are the effects of the policies pursued by these groups? We 
shall undertake a fairly detailed examination of two major groups of 
policies: (1) policies that directly exclude outside labor from participa- 
tion in a particular occupational sphere; (2) wage and hour policies. 
After examining these two groups of activities in detail we shall then 
turn to a broad overall evaluation of the principal effects of trade-union 
activities on the allocation of resources, on freedom of opportunity in the 
selection of an occupation, on the distribution of incomes, on security and 
stability in economic life, and on the level of the national plane of living. 

Economic Effects of Exclusions from ''Scorce Job 
Opportunities'' 

Among the most important of the policies designed to keep exclusively 
for an “in-group” the scarce job opportunities available in particular 
labor markets are the following: (1) restrictions on entry into the union, 
associated with closed-shop agreements, (2) seniority rules, (3) jurisdic- 
tional disputes between rival unions, and (4) resistance to displacement 
of union workers by machines or by unskilled men. 

Restrictions on entry into the union 

Entry into a union may be restricted in a number of ways. The most- 
common are (1) high initiation fees and (2) apprenticeship rules that 
limit the number of learners, exclude particular groups (especially 
women) and go far beyond insuring competence for the job. Such restric- 
tions have been most highly developed in some of the skilled trades that 
have long been under stringent union controls. Restrictions on entry 
into a union are effective tools in controlling scarce job opportunities only 
when they are accompanied by closed-shop agreements or practices on 
the part of employers. Otherwise they would be broken down by the 
employment of workers outside the union. 

Restrictions on entry into union membership, associated with the 
closed-shop agreements, have several important economic effects. Chief 
among these are: (1) By thus limiting the number of workers ia asL 
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occupation, those on the inside are able to get higher wages than would 
be possible if the trade were open to competition. This results in per- 
sisting inequalities in the incomes of laborers. Those excluded must 
frequently find employment where their wages are less than could be 
obtained in the unionized occupation. (2) By the same token these 
restrictions constitute an interference with the allocation of resources 
according to consumers' preferences. Too few workers are employed in 
the unionized occupations relative to the numbers employed elsewhere. 
(3) Incentives to greater efficiency on the part of the workers are much 
weakened since the workers do not feel the pressure of competition from 
those who are "on the outside." (4) Such restrictions facilitate the 
arrangement of collusive monopoly schemes between employers and 
workers. 

Seniority rules 

Seniority rules have been most effectively used by the Railroad Brother- 
hoods. Such regulations involve agreements with employers that promo- 
tions will be according to length of service, that the first men to be laid 
off in bad times will be those who have been the shortest time on the job, 
that the first to be taken on in improving times will be those longest 
associated with job and union. Although such agreements are not neces- 
sarily dependent on either closed or preferential union shops, they in fact 
usually coincide with such practices. The complete unionization of 
workers may appear because the workers themselves see it to their 
advantage to join the unions; this is very likely to be the case where the 
protection of union grievance committees is important. Where there are 
seniority rules, such protection against arbitrary firing becomes exceed- 
ingly important. Thus in the railroad brotherhoods the practice of a 
complete union shop is the automatic result of the attractiveness of union 
membership to the workers themselves. 

The economic effects of seniority rules in unions where entry remains 
relatively fwe are in some ways different, in some ways similar, to the 
effects of direct restrictions on entry into a union: (1) Seniority rules 
dojiot limit the number of workers available, but rather the individuals 
who shall get any given jobs. This nevertheless provides a protection 
of high wages since insiders need not concern themselves about competi- 
tion from new workers with junior ratings. (2) For the same reason, 
these regulations do not lead to restrictions of employment in the regu- 
lated occupations interfering with an allocation of resources consistent 
with consumers’ preferences. (3) Seniority rules may affect efficiency 
in several ways. The relative security of the job may affect the general 
morale of workers in such a way as to increase their efficiency. These 
rules also have the effect of exaggerating the seriousness of being fired, 
since the loss in seniority status may be of great importance; for this 
mason workers will avoid with greater care any action that might give 
^ployers cause to fire them. On the other hand, seniority rules pro- 
tect the established workers from the competition of new and younger 
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men; they thus remove one of the incentives to efficiency and at the same 
time they narrow the range of selection open to the employer. (4) By 
forcing employers to keep older men on their staffs, seniority rules extend 
the duration of the working lives of these men. In some circumstances 
this provides a corrective to the tendency to sluff off onto the society 
the older workers who in these occupations make some economic con- 
tribution and who might otherwise be supported from the public coffers 
during enforced idleness. These older workers would be less able to find 
alternative jobs than would the younger men who are excluded by the 
seniority rules. (5) For the same reason, seniority rules provide security 
for the "in-group.” 

Jurisdictional disputes between rival unions 

Interunion rivalries have been one of the curses of the American labor 
movement, and they have grown increasingly important as technological 
innovations have broken down craft lines and as the "industrial” form 
of unionism has grown in competition with "craft” unionism. These 
disputes mean much more than a fight between the aristocracy of skilled 
labor and the mass of unskilled workers. They are fights for the life of 
the job, fights to retain jurisdiction over activities the character of which 
is changing with changing technologies. In their greatest intensity these 
disputes have frequently been between different craft unions within the 
A. F. of L. Commenting on the problem, Dr. Lois MacDonald remarks: 

The attention of the public is frequently called to this problem by inter-union 
disputes which hold up building operations or some other job while carpenters 
quarrel with sheet-metal workers to decide which union’s members shall hang 
hollow metal doors substituted for wooden doors once hung without question by 
carpenters.^ 

Attempts have been made to adjust such disputes with the A. F. of li. 
by the setting up of departments to deal with them, but the powers of these 
departments are practically nil and they have accomplished ^ttle. 

Jurisdictional disputes between unions have some very unfortunate 
results. First, they frequently lead to strikes in which the employer is 
helpless to settle the issue. Each of the rival unions thus exerts pressure 
on him to assign the tasks under dispute to its members. There is much 
time wasted, efficient organization of productive activities is hampered, 
and production costs are raised. The final decision is likely to depend on 
which of the unions is the more effective power group rather than on 
which would be the more economically reasonable assignment of tasks. 
Unions pursuing these policies are sometimes very shortsighted in fight- 
ing instead of adjusting to the stream of technological change. Never- 
theless, in the immediate objective of keeping for union workers all job 
opportunities possible, it is a logical position to take. 


^ MacDonald, Lois, Labor Problems and the American Scene, Harper and Brothers^ 
Kew York, 1938, p. 441. 
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The eeonomie effects of jupisdictional disputes are evident: (1) They 
lead to waste and retard advances in raising planes of living. (2) They 
obviously lead to malallocation of productive resources. (3) They create 
rigidities in wage structures and contribute to the existing inequalities 
of opportunity to different workers. (4) They provide a temporary 
(usually illusopr) security for the successful fighters, frequently at the 
sacrifice of ultimate greater loss. Those labor leaders who have shown 
the greatest vision in their labor statesmanship have ceaselessly decried 
these unfortunate policies and worried over the very real problems out 
of which they arise. 

Resistance to displacement of union workers 
by machines or by unskilled men 

Closely related to the intense rivalries that appear as the areas of 
union jurisdiction become blurred are the efforts of trade-unionists to 
retain for their members skilled jobs that are threatened by technological 
innovations making possible the substitution of machines and unskilled 
labor. There are frequently groups of skilled workers whose vested 
interests in their skills are washed away. The effort to hang on is as 
inevitable as it is sometimes desperate. Sometimes labor leaders see the 
drift of events, and move into the front lines to secure the first place in 
the new setup. Leaders of the teamsters’ union in New York saw the 
handwriting on the wall when a generation ago the horse and wagon was 
replaced by the “horseless carriage,” and they trained their members 
as truck drivers, who then stepped into the new jobs that would otherwise 
have displaced them completely. But labor leaders and workers are not 
always as farsighted as this, and frequently the readjustment is mueh 
more difficult to make. Frequently old ways of doing things have been 
defended to the last ditch. We have already mentioned the fact that 
unions are commonly able to secure agreements with employers that 
provide that a certain number of skilled workers will be employed on 
a job even«though there is no longer any use for so many men. And 
sympathetic strikes of related labor groups may prevent completely the 
introduction of new labor-saving equipment where the displaced group 
would not otherwise have been able to defend its traditional position. 
Frequently, especially in the construction industry, legal standards are 
set up ostensibly to protect the public but in fact to prevent the intro- 
duction of new materials and methods of production that would partially 
displace some of those laborers (and businessmen) at present in the 
industry. Many of the provisions of local building codes concerning 
plumbing and fireproofing are of this kind, and have proved major handi- 
caps in the development of improved techniques in housing and of better 
housing. In some cases these codes contain provisions that were pre- 
viously advisable but that with new processes have simply become out- 
moded, and interested groups now prevent their revision. The effects 
of ^ese resistances to change are essentially, the same as the effects of 
jurisdictional disputes between rival unions. 
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Economic Effects of Wage and Hour Policies in 
Trade-Union Bargaining 

The wage and hour policies of trade-unions are closely interrelated. 
The understanding of the effects of these policies requires an intensive 
examination of these interrelations and of the differences between the 
effects of trade-union policies in markets where employers buy labor 
services under purely competitive conditions and those in which they 
are oligopsonists and simple monopsonists. In pursuing this task we 
shall proceed under three main headings: (1) the effects of high-wage 
policies in markets in which employers are purely competitive buyers of 
labor services, (2) the effects of high-wage policies in markets in which 
employers are monopsonists or oligopsonists, and (3) the effects of 
reductions in hours. In all of these situations we shall observe trade- 
unions functioning as agencies for the sale of the services of the workers 
who come within their jurisdictions, whether these workers are members 
or not. Thus we are viewing a particular kind of oligopoly, a formal 
oligopoly controlling the conditions of sale of labor services. 

Effects of union wage agreements where buyers 
of labor services are purely competitive 

In markets in which the buyers of labor services are purely competitive, 
workers will be added to the staffs of the entrepreneurs involved so long 
as wages are less than the marginal revenue obtained by employing an 
additional worker. Moreover, wages will be bid up to a point at which 
the quantity of labor offered equals that demanded, and in this adjust- 
ment the wages of the workers will equal the marginal revenue from this 
quantity of labor. Can a trade-union step into such a market and raise 
wages above this competitive equilibrium level? 

It can do so only at the cost of some unemployment of previously em- 
ployed workers, or, in periods of expansion, at the cost of a smaller 
increase in employment than would otherwise occur. At ^ny higher 
wage, marginal revenues will be less than marginal costs and it would 
be economical for the employer to reduce the number of workers em- 
ployed. Those who remain will then be able to get the higher wage. 
The kind of adjustment involved is illustrated graphically in Figure 32 — 1. 
An increase of wages from the assumed equilibrium level of about $38 
per week to the new trade-union level of about $52 per week results in 
this firm in a laying off of about 90 workers. The other firms involved 
would respond in similar fashion, with a resulting general reduction of 
employment of the members of this occupation. 

Thus far we have considered adjustments within individual firms as 
based on the initial schedules of marginal revenues, assuming given 
quantities of other agents to be employed. This is only a first approxi- 
mation. At the higher wage there is an incentive to substitute othej 
productive agents for some of these labor services. If there are readily 
available close substitutes in other productive agents, the higher union 
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wages will lead directly to such substitutions, and the resulting unem- 
ployment of union workers will be exaggerated. Even where such sub- 
stitutions are not readily available, persistent high-wage policies are 
likely to stimulate the development of labor-saving devices and these may 
in the long run lead to extensive displacements of union workers. 



Fig. 32 — 1. Trade-union wage ond employment: purely 
competitive firm. 


Finally, if some of the buyers of the labor services are also purely 
competitive in the sale of their products, any given schedule of mar- 
ginal revenues in a particular firm was based on the “going” competitive 
price at which these products could be sold. With the curtailment of 
output in the industry as a whole, prices will rise, and marginal revenues 
at each input in each firm will be larger than before. This will check 
somewhat the further curtailment of employment. The more inelastic 
the demand for the product the more quickly will the price rise, pre- 
venting further curtailment of employment. The more elastic that 
demand, the smaller the effect of price increases as a factor checking lay- 
offs. Thus when a group of laborers is hired by firms in different indus- 
tries, curtailment of employment as between those industries will be very 
uneven. More will be laid off in industries in which demand is highly 
elastic, fewer in industries in which demand is inelastic. 

What happens to the workers who are laid off? They may do either 
of two things — ^remain unemployed, hoping for re-employment at union 
wage rates, or seek work elsewhere. 

If they remain idle, there is an obvious waste of resources. National 
real income is less than it would have been had these idle workers stayed 
employed. The workers may be supported by the union through unem- 
ployment benefits, but in far the largest number of cases they must either 
live eff accumulated savings or seek public aid. One might suppose that 
few persons would choose to remain idle and- perhaps be forced to accept 
public assistance in preference to seeking a job ouf^ide the union field at 
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lower wages, but the fact is that large numbers of union members follow 
exactly this course. In depression, this is explainable largely by inability 
to get jobs elsewhere, but a very important factor in good times and 
bad is the “traditional” American feeling that high prices and high wages 
are always better than low. Workers will remain unemployed rather 
than work for lower wages; businessmen will hold prices high with low 
sales rather than reduce prices and increase sales. Thus through the past 
depression, the building trades unions in most cases refused to lower 
union wage scales substantially from 1929 levels in spite of the fact that 
the average member had only about one-fourth time work and average 
yearly wages for union members fell to relief levels.* 

Acceptance of the principle that the way to maximize volume (employ- 
ment) in any particular field is to lower prices (wages) has been very 
slow among union leaders, and most of them have fought vigorously 
against any such suggestion. Although this “high wage” conviction is 
most strongly entrenched among union leaders, it is certainly wide- 
spread among the rank and file of union labor and is a basic explanation 
for the willingness of workers to remain unemployed for considerable 
periods rather than accept work at lower wages elsewhere. 

If unemployed union members decide to seek work elsewhere, this will 
have the effect of lowering wages in the nonunion occupations into which 
they go. Suppose unemployed carpenters seek work as farm hands. 
This increases the supply of farm hands, forcing down the wages paid 
for farm labor. To the extent that the imemployed union members seek 
work elsewhere, they force down nonunion wages — the higher union 
wages for those who retain their jobs in this case come at the expense of 
lower wages for nonunion workers and union members working in non- 
union fields. 

We may therefore conclude that when a trade-union attempts to raise 
wages above the equilibrium level in a purely competitive labor market, 
it does so at the expense of some workers who lose their mbs and are 
jorced to look for work elsewhere. Those who remain get higher pay. 
Those who leave either remain idle and are supported from public funds, 
or they compete with other workers in other occupations, bidding down 
wages there; and a widening margin between the wages of the trade- 
union group and of workers selling their services elsewhere appears. The 
trade-union usually seeks to strengthen this position for the “in-group” 
by restrictions on entry to the trade, otherwise its position is continuously 
threatened by unemployed workers seeking jobs. By pushing workers 
out of the industry through the high-wage policy, the trade-union has of 


* In the business field, the eastern railroads steadfastly refused to lower rates and 
fought an Interstate Commerce Commission order for reduction. Yet when the 
ICC finally forced thein to lower passenger fares from 314 to 2% cents per mile, 
they found their total income far larger at the lower rates than at the old high 
rates. But of course there have been many cases where businesses have used a 
policy of low prices and large volume. 
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course brought about a reallocation of labor resources that is incon- 
sistent with the realization of consumers' preferences. 

This is all quite neat and unflattering to the trade-unions, but, we 
may ask, do workers in competitive labor markets in fact always get 
this equilibrium wage? In any concrete situation there may be lags 
which throw tho adjustment temporarily out of line to either side of 
the equilibrium point. If a trade-union steps in at a time when wages 
are lagging below the competitive equilibrium, it may hasten the adjust- 
ment upward. Such effects are sometimes important, but rarely would 
a trade-union stop at the point at which the competitive equilibrium was 
reached. As soon as wages are pushed above this level they will cause 
a curtailment in employment. And in periods in which an industry is 
contracting, trade-union wage agreements are likely to increase the lag 
of wages above equilibrium level and therefore to hasten the laying off 
©f workers. 

Effects of union wage agreements where buyers of labor 
services are monopsonistic or oligopsonistic 

The situation in markets in which labor services are bought by monop- 
Bonists or oligopsonists is very different from that in purely competitive 
buyers’ markets. Trade-unions can in this situation both increase wages 
and increase employment. "Moreover, their actions in this respect will 
result in an allocation of resources more consistent with the realization 
of consumers’ preferences than would otherwise be the case. How do we 
arrive at this significant conclusion? 

We may start with a hypothetical case of a trade-union dealing with 
a monopsonistic employer of labor. This employer is able, in the absence 
of the trade-union, to push down wages by restricting his inputs. He 
has arrived at an adjustment in which marginal cost equals marginal 
revenue, but this marginal cost is much greater than the wage he pays 
his workers. It is greater because the wage he pays depends on the 
number of workers he hires, and in hiring additional workers he has 
to pay not only the wage of the additional man but he must also raise- 
the wages of those already employed. 

Now suppose the workers in this occupation were to organize into a 
trade-union that bargains for them collectively. This trade-union seeks 
to establish through bargaining a standard wage higher than that at 
present paid by the entrepreneur. If it succeeds, the entrepeneur has no 
longer the alternatives of hiring fewer men at a lower wage or more men 
at a higher wage. At any wage below that set by the union he can get 
no workers at all. Since he cannot push wages down by restricting 
inputs, he will now continue to hire workers so long as the wage is less 
than the marginal revenue. By stepping in to bargain for the workers, 
the union has in effect made the wage and the marginal cost to the em- 
ployer the same. Unless the wage set by the union is higher not only 
than the previous wage, but than the marginal revenue of the previously 
employed workers, the result will be an increase in employment. 
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This situation is illustrated graphically in Figure 32 — 2. The curve 
kE is the supply curve of labor services to this firm in the absence of the 
trade-union. Under these circumstances the entrepreneur would hire 
240 workers and pay them the wage W, When the trade-union steps 
in and sets a wage much higher than this, the employer can no longer 
push wages down by curtailing his employment of workers. Since he 
must pay the union wage anyway, the cost of adding a worker is the wage; 
marginal cost and wage are equal. Under these circumstances he will 
expand employment somewhat, adding workers so long as marginal 
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Fig. 32 — 2. Trade-union wage and employment: 
monopsonistic firm. 

revenues continue to be above the wage.® The restrictive production 
policy of the monopsonist will be checked by the union^s setting of wage 
rates. 

This analysis of adjustments where the employer is a sina^le monop- 

How consistent is this adjustment in employment with the allocation of resources 
according to consumers’ preferences? For the moment let us assume that the firm 
is selling its product under purely competitive conditions so that marginal revenues 
and sale value of marginal products are the same. Under these circumstances the 
adjustment consistent with consumers’ preferences would be the one indicated by* 
the point (^4.) of intersection between the average expenditure and marginal revenue 
cairves; this is the adjustment at which all workers offering their services for a wage 
less than or equal to the sale value of the marginal products of those services are 
employed. If the trade-union were to set the wage at this level, it would result ill 
this adjustment. Actually trade-unions usually attempt to set wages higher than 
this. Therefore though they may lead to an adjustment which is in the ‘'right di- 
rection” from the consumers’ point of view, it may still involve a smaller employ^ 
ment of labor resources here than would be consistent with consumers’ preferences. 
Such discrepancies are of course exaggerated when employers sell their product^ 
monopolistically; but there is nothing a trade-union can do to counteract the fact 
that employers will adjust their inputs of labor services according to marginal 
revenues instead of the sale value of njargina^ products. 
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sonist is also applicable to oligopsony situations. Oligopsonist employers 
arrange through group action to hold wages down below the level to 
which they would rise were these employers to compete freely with each 
other. In doing this they are forced to curtail employment, since they 
cannot get as many workers as they would like to have at the lower 
wage; in fact such curtailments were the means by which they were 
enabled to hold the wage down. If a trade-union steps into such a 
situation and pursue^ a moderate-wage policy it may be able simul- 
taneously to increase both wages and employment. By removing the 
alternative of curtailing employment and lowering wages, it leads these 
entrepreneurs to employ additional workers so long as their marginal 
revenues will be greater than the union-fixed wage. 

In view of the frequency with which monopsony and oligopsony occur 
in labor markets, it is apparent that there is considerable scope for trade- 
union wage bargaining of a kind that may lead to adjustments more 
consistent with the interests of workers in general and of consumers as 
well. It is also true, however, that even in such markets a trade-union 
will usually set wages so high as to exclude from work some laborers 
capable and willing to work here for less than those actually hired. 
(Wages will be set above A in Figure 32 — 2.) From several points of 
view this inay be regarded as a malallocation of productive resources and 
a maldistribution of incomes. Finally, wage increases by trade-unions 
selling labor services to monopsonists may sometimes be blocked by the 
fact that despite its monopsony position a firm is just covering costs and 
would be pushed out of business if the terms on which it hired labor 
became any less advantageous. 

The effects of reducing hours worked per week on 
trade-union positions in wage-bargaining 

Wage and hour policies are closely interrelated in their economic effects. 
The effects of reducing hours of work may be most clearly understood by 
examining first the effects on physical output in a hypothetical enterpri.se. 

Suppose one hundred men to be employed, and an agreement between a 
union and employer reduces the hours that will be worked by each of these 
men from 55 to 45 per week. But the marginal product of the hundredth 
man may have either increased or decreased, depending on the effects of 
the reduction of hours on his working efficiency. If labor efficiency is 
greatly increased it may be that the hundredth worker providing 45 hours 
of work adds more to output than was previously added by the hundredth 
worker providing 55 hours of work. If his efficiency is not increased, the 
hundredth worker providing 45 hours of work will probably add less than 
was previously added by the hundredth worker providing 55 hours of 
work. 

What is the relation between these physical products of the marginal 
laborer, and the marginal revenues? In order to simplify our analysis, 
we shall assume the employers to be selling their products in purely com- 
petitive markets. Under conditions of pure competition marginal revenue 
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and sale value of the mar^ihal product are the same. Therefore, marginal 
revenue with any given number of workers in any given firm equals 
marginal product times selling price. Any increase of either selling price 
or marginal product will raise marginal revenue; any decrease in either of 
these things will lower marginal revenue. If selling price moves in one 
direction, marginal product in the other, the result will depend on which 
of these two movements is the stronger. 

// the reduction of hours has led to no appreciable increase in the 
efficiency of the workers, the same number of men will produce a smaller 
total output than before ; if this happens throughout an industry, the price 
of the product will then be higher than before. If the marginal product 
of the hundredth worker in each enterprise is assumed to be less, the 
.marginal revenue from the hundredth worker may be either mote or less. 
Whether it is greater or less will depend on whether or not the increased 
price of the product is sufficient to more than compensate for the lower 
marginal product. The more inelastic the demand for the product the 
greater the likelihood that marginal revenues may have risen. The more 
the marginal revenue from the hundredth laborer in each firm is raised, 
the stronger the position of the union in its efforts to raise wages without 
causing unemployment. Therefore, whether or not a policy of reducing 
hours will strengthen the position of the union in pressing for higher wages 
will depend on which of these two forces, the increase in price of the 
product or the decrease in marginal products, is the stronger. In e.ither 
case a reduction of hours would be contrary to the interest of consumers 
since production here would be diminished without the transfer of labor 
resources to any alternative uses; the original output level could be 
maintained only by hiring additional workers, drawing them away from 
other occupations. 

If, on the other hand, the reduction of hours results in an appreciable 
increase in the efficiency of the workers, there may be an increased total 
output of the hundred workers over what they produced when they worked 
longer hours. If this occurs generally throughout an industfy, the price 
of the product will then be lower than before. Although the mai^nal 
product of the hundredth worker in each firm may have increased, each 
unit of the product sells at a lower price than before. The marginal 
revenue from the hundredth worker may be either greater or less than 
before, depending on how great the drop in the price of the product was 
as compared with the increase in the marginal product of the worker. 
Whether a policy of reducing hours will strengthen the position of the 
union in pressing for higher wages will depend on which of these forces is 
the stronger. If demand for the product was highly elastic so that the 
drop in price was insignificant, the workers will be in a stronger position, 
and the reduction in hours can be used to bolster higher wages without 
causing unemployment. This reduction in hours will therefore be to the 
interest of both consumers and laborers. 

We therefore conclude: Under the assumption that employers sell their 
aroducts competitively, there are four likely situations. The reduction 
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in hours may result in, a lower total output of any given number of 
workers, in which case (1) if demand for the product is highly inelastic 
marginal revenues will rise, while (2) if demand for the product is highly 
elastic marginal revenues will fall. Or the reduction in hours may in- 
crease the total output of any given number of workers, in which case 
(3) if the demand for the product is highly inelastic marginal revenues 
will fall, while (4) if the demand for the product is highly elastic marginal 
revenues will rise. In the first and fourth of these circumstances a well- 
informed trade-union leader could rationally use policies of shortening 
hours as an adjunct of a policy to increase wages without causing un- 
employment of currently employed workers. In the second and third case 
he could not. A reduction of hours would be consistent with consumers’ 
interests in the cases in which it leads to an increase in total output per 
worker, though not otherwise. 

In many cases in recent years union demands for shorter hours at the 
same pay have really been hidden demands for higher wages.* When 
hours of work exceed the agreed basic week, overtime is compensated at 
one and one-half times the regular hourly rate. A shorter basic week may 
not decrease actual hours of work but may instead simply increase the 
effective wages paid. Conversely, there are numerous instances where 
union members have been greatly disappointed to find that a shorter basic 
week actually resulted in fewer hours of work instead of the expected 
higher weekly pay. It is incorrect to suppose that hours of work always 
actually conform to the basic work week set by law or union agreement. 
In a large number of cases, the basic week merely determines how much 
of the work shall be paid at the regular rate and how much at the overtime 
rate. 

Factors influencing trade-unions in their wage and hour policies 

The decision as to what policy shall be pursued in wage and hour 
bargaining is a very complex one. Only to a very limited extent will the 
effects of these policies as we have discussed them be taken into account. 
Let us try to place ourselves as realistically as possible in the position of 
the trade-union leaders and the rank and file membership of a pragmatic 
job-conscious union. Immediately there are several facts that stand out: 

1. All the individual members of the union would like to have higher 
wages for themselves. They will urge their leaders to try to get these 
higher wages for them. 

2. Provided they can get shorter hours without a sacrifice in wages, both 
members and leaders will regard reductions in hours as desirable. 

, 3. Each member of the union wants employment, and the leaders want 
to give their followers as great job security in this respect as possible. 

4. The effects of trade-union policies on workers in other occupations 


* As we shall see later this has berai a primary effect of the federal Wages and 
Hours Act (minimum wage and maximum hour law) as well. 
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and on consumers are not of particular importance to most of the members 
and leaders of these unions. 

Policies followed will depend in part on the kind of union involved, 
especially on whether it is a union of highly skilled craftsmen or of a mass 
of relatively unskilled workers. Unions that can effectively insulate 
themselves from other groups of workers can pursue successfully policies 
much narrower in focus than can other unions. A union of highly skilled 
workers that is able to maintain high initiation fees and apprenticeship 
requirements may be able to maintain a continuously high-wage policy 
that would inevitably break down where entrance to a trade was more 
open. Within a union there will be conflicts of interest where higher 
wages for some members will mean unemployment for others, and in the 
weighing of these opposing pressures a leader has very fittle “rational” 
basis for arriving at a decision. The winning of a higher wage agreement 
is a much more obvious accomplishment than is the prevention of un- 
employment, so that frequently the desire to continue as a union official, 
or to win leadership from others, results in shortsighted promises and 
programs to raise wages despite almost immediate curtailments of jobs. 
Probably union leaders are even more likely to ignore the effects of 
high-wage policies on the development of new labor-saving devices. It 
requires labor statesmanship and poise of a higher order to resist the 
pressures to push up wages. 

Policies with regard to hours of work are equally complex. Shortening 
of hours is regarded as desirable in that it provides more leisure. It is 
also regarded as a way of spreading work among more members in slack 
periods. And it is sometimes regarded as a means of reconciling the goals 
of higher wages and fuller employment. It is probably safe to assume 
that rarely are union leaders aware of the fact that in reducing hours they 
may reduce their effective bargaining power for higher wages; only the 
first and the fourth of the four situations discussed in the preceding section 
are generally recognized. Again, as in wage policies, the complexity of 
ends sought and the ignorance of the effects of particular programs com'- 
bine to make the wise determination of policy exceedingly difficult. 

The extent to which members and union leaders are informed of con- 
ditions in labor markets, and the extent to which they take into aTicount 
long-run repercussions of immediate policies will differ markedly from one 
group to another. Long experience in dealing with employers is likely to 
lead to more farsighted wage and hour policies, although it may also mean 
the development of closer supporting restrictions on entry. Policies may 
be narrow or broad in the extent to which they take into account the 
interests of workers as a whole. The more the control over union policies 
shifts from local leaders to national leaders of whole groups of unions, and 
the more secure unions become in their status as recognized bargaining 
agencies, the greater the possibilities of real “labor statesmanship” which 
takes a long view of the effects on labor of the policies of any given time 
and place. But there is no guarantee whatsoever that these possibilities 
will be realized. 
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Finally, policies concerning wages and hours cannot be separated from 
some of the other purposes most important in*the actions of leaders of 
trade-unions. Frequently demands for concessions in wages and hours 
are smoke screens or incidental by-products of other programs. When 
unions or their leaders are primarily concerned with large organizing 
drives to expand membership, or when they are fighting for a status that 
will ^ve them future control over labor markets (as for recognition as the 
bargaining agency, or for closed shops), then the shouting about wages 
and hours is frequently spurious. Many of these programs would be 
regarded as very desirable by informed members of the rank and file. In- 
some instances, however, the policy pursued in pushing for wage and hour 
concessions is in fact a part of the maneuvering of an adroit grafter, 
perhaps a union ofiicial, perhaps employer-paid specialists at inciting 
trouble. However justifiable or unjustifiable these other purposes may 
appear to workers and to the public, they complicate still further the 
problem of explaining and understanding trade-union activities. 

Evaluation of Some of the Effects of Policies of 
Job-Conscious Unionism 

In the preceding pages we have analyzed only the most important of the 
policies pursued by the opportunistic unionism characteristic of American 
labor. Unions are also interested in many other aspects of control over 
job opportunities. They set up grievance committees to protect their 
members from arbitrary actions by employers, especially in the firing of 
men “without sufficient cause.” They take an interest in the conditions 
of work such as light and air, safety provisions, sanitation, and so on. 
And in some exceptional cases they operate mutual benefit sickness and 
burial schemes, or set up cooperative stores for union members. A full 
discussion of all these and many more activities would require many 
pages. In evaluating the effects of trade-union actions we shall take some 
of these “other” programs into account, but we shall make no attempt to 
cover them all in any systematic way. Our present task is merely to pull 
together the threads of discussion in this chapter, and to view trade- 
unionism in relation to the five criteria of social welfare that we have 
8electe*d for previous discussions.® 

Trade-unions and the allocation of resources 

There are many popular misunderstandings concerning the effects of 
trade-union activities on consumers. It is obvious that the allocation of 
resources in accord with consumer preferences is a goal of little concern to 
trade-unionists seeking to improve their own particular positions in the 
economy. But it does not follow that everything they do therefore works 
contrary to the interests of consumers. The incidental effects of their 
actions on the allocation of resources may be either to further or to 
interfere with the realization of consumers’ preferences. Four principal 


*’See especially Chapter 9. 
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groups of policies have the most direct impact on resource allocation r 
(1) employment exchanges, (2) wage policies, (3) restrictions on entry 
into unionized occupations, (4) collusion between unions and employers. 

1. The services provided by unions in making information concerning 
job opportunities available to members are sometimes very important. 
Sometimes unions go so far as to make loans to members to finance shifta 
to new jobs. But union activities in these spheres have been limited. 
This is inevitable, since the mobility provided by unions is a mobility only 
within the job territory covered by the union. To the extent that they do 
contribute to labor mobility, unions encourage more rapid adjustment in 
the use of labor resources in response to changing demands. They thus 
make a contribution toward the realization of consumers’ preferences in. 
resource allocation. 

2. Wage policies may operate in more than one direction. The alloca- 
tion of labor resources would be that most consistent with consumers’ 
preferences when workers were hired to the point at which wage equaled 
the sale value of the marginal product of the workers in each enterprise, 
and when there are no workers excluded who would be willing to work 
for less than the existing wage. Such an adjustment tends to take place 
where there is pure competition throughout. Three kinds of discrepancies 
are likely to arise between the quantity of labor used in a firm and the 
preference of consumers with regard to the allocation of labor seiwices: 
(a) Monopolists restrict the level of production short of the point at which 
wages equal the sale values of marginal products in order to maintain high 
prices for what they sell; there is no direct way in which a trade-union 
can break into such monopolistic controls since they are based on the 
selling position of the firm and not on its position in the buying of labor, 
lb) Monopsonists restrict the level of production short of the point at 
which wages equal marginal revenues in order to push down the prices 
they pay for productive services ; unions may and in fact do exert a check 
on these monopsonistic practices in labor markets when they bargain for 
standard rates of pay, and by checking monopsonistic powers*remove the 
incentives of employers to curtail labor inputs. In this respect unions in 
acting for their own interests act consistently with the interests of con- 
sumers. (c) Monopolistic labor groups may push up wages to levels such 
that employment is curtailed while there are still many workers who 
would be glad of jobs in the unionized occupation at wages equal to or 
less than those being paid; this is almost always what happens when 
trade-unions attempt to raise wages in purely competitive labor markets, 
and it is a common occurrence when they make excessive wage demands 
even in monopsonistic labor markets. 

3. Restrictions on entry into unionized occupations (and into local 
labor markets) are obviously interferences with that allocation of re- 
sources that would be most completely consistent with the realization of 
consumers’ preferences. Whatever the form these restrictions may take, 
the result tends to be the employment of fewer workers in the unionized 
occunations, of more workers elsewhere. 
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4. Little has been said thus far concerning collusion between employers 
and trade-unions. This is not a common practice in general, but ever 
since the end of the nineteenth century it has been one of the many curses 
of the buildings trades. Unions get together in rings with contractors and 
materials dealers. The unions agree that they will not work for ^^outside^^ 
contractors, or materials dealers, and so on, and they get similar guaran- 
tees in return. The effects of such agreements are to tie up whole 
areas of productive activity, keeping newcomers out very effectively and 
restraining any kind of competition that might lower costs and ultimately 
increase the outputs of the products involved. Each of these groups 
supports the exclusive controls of the others.® 

Realization of workers' preferences 

Just as union activities cut two ways so far as contributing to the 
realization of consumers’ preferences are concerned, so also they cut two 
ways in their effects on the realization of laborers’ preferences concerning 
jobs. These preferences are concerned with which jobs are wanted, with 
conditions of work on the job, with hours of work, with security of job 
tenure. We shall consider each of these phases of the problem briefly: 

1. For the most part unions discourage rather than encourage mobility 
between different jobs. This is especially true of the craft unions, though 
th^ industrial unions of the C.I.O. are beginning to weaken some of these 
exclusive controls in certain areas of production. Any restriction set up 
by a union on mobility into (or out of) an occupation is a restriction on 
the opportunities of the excluded workers: it is an interference with the 


®In discussing labor and antitrust before the American Economic Association in 
December, 1941, Corwin Edwards cited a number of examples. {American Eco~ 
nomic Review, Vol. 32 No. 1, Fart 2, Supplement, March 1942. “Public Policy to- 
ward Restraints of Trade by Labor Unions; An Economic Appraisal,’" pp. 443-444.) 
“In building, withdrawal of union labor was the usual way of enforcing the efforts 
of contractor^ to fix prices through bid depositories. It was likewise the device by 
W'hich organized distributors and organized labor tried to prevent the distribution 
of plumbing equipment through mail-order houses or other channels which would 
sell it direct to the consumer; by which organized tile manufacturers, contractors, 
and labor sought to prevent the sale of tile through jobbers; by which produce 
dealers and truck drivers forced independent dealers to join a trade association; 
and by which bakers and bakery drivers combined in various cities to prevent or 
restrict the sale of day-old bread for human consumption. . . . Attorneys for a 
branch of the bakery sales drivers union and a large chain store called at the De- 
partment of Justice a few months ago and jointly declared that the union intended 
to force the chain to raise the price of its private brand bread by about 40 per cent 
or else take it off an urban market. The union attorney declared that if the chain 
continued to charge low prices, other chains would follow suit, independent baker? 
would do likewise, eventually some independents might go bankrupt, and in that 
case some bakeiy drivers might lose their jobs. Various ways of making the union’^ 
demand effective without subsequent indictment of the chain store were suggested 
by both attorneys, and the union attorney said that since the demand for higher 
prices originated with the union, he was willing to help the chain avoid indict- 
ment. As a result of subsequent investigation a federal grand jury has indicted, 
not the union alone, but three chain stores and local branches of two unions, afleg* 
ing a joint conspiracy to fix the prices of bread in that locality,” 
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effective realization of the job preferences of these workers. There is 
Httle that unions do to facilitate such inter-occupational mobility. 

2. The effects of unions on conditions of work are constructive in giving 
voice to workers’ preferences. When an employer hires a worker he pays 
him a certain wage for certain hours of work under certain conditions of 
work. Lighting, sanitation, protection against accident, and so on, all of 
these are important aspects of the job. But in the existing system there 
is only very limited opportunity for workers to express their preferences 
for some conditions of work over others. Would they be willing to accept 
lower wages in order to get better work surroundings? how much lower 
wages? and for what aspects of improvements in surroundings? The 
difficulty here is analogous to the imperfection of the retail market in 
registering consumers’ willingness to pay higher prices in order to get 
credit, pleasant surroundings in which to shop, and so on. Here the union 
may step in as a representative of the workers, and through its bargaining 
and discussion it may facilitate the attaining of many improvements in 
working conditions that are very much desired by individual workers but 
for which they had no opportunity to express their preferences. It may 
of course go beyond the level lor which workers are in fact willing to pay 
in wages sacrificed, and it may stop short. 

3. A similar situation arises in connection with controls over hours of 
work. Here again the channels for registering workers’ preferences are 
usually very imperfect. They remain imperfect when agreements in this 
respect are in the hands of the union. Union leaders may manage to 
bargain for a level that expresses very well the wishes of the majority of 
workers, or they may seriously err. 

4. Some unions, in fact most of the well-established unions, have placed 
considerable emphasis on the ensuring of job tenure. Obviously the union 
grievance committee in protecting workers from arbitrary discharge is 
providing a service for which the members are most willing to pay. 
When it comes to things like seniority rules and jurisdictional disputes, we 
must ask whose preferences we are concerned about. How do we weigh 
one man’s preferences as compared with those of another? Conflicting 
interests within the laboring groups present us with a serious problem here, 
even though the policy of a particular union may very adequately express 
the preferences of its members. Many of the union attempts to provide 
security of tenure for members run counter to preferences of workers in 
other occupations or outside the union. If every man is to be regarded 
as having an equal right to determine what shall be done, then it is 
probably safe to say that unions interfere with the attaining of workers’ 
preferences in that the majority is likely to be on the “outside.” This 
becomes less and less true as unionism spreads to include larger and larger 
proportions of the population. 

Equity in income distribution 

In previous chapters we have discussed three ways in which people 
sometimes look at equity in the distribution of income; (1) distribution 
according to economic contribution, (2) the provision of at least a 
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minimum for all, and (3) the modifying of existing inequalities. Do 
trade-union activities lead us nearer tc or further away from each of these 
various goals? 

1. Anything that interferes with the realization of consumers’ prefer- 
ences in the allocation of resources is also an interference with the distri- 
bution of income according to the potential contributions of all workers. 
Thus trade-union policies that restrict entry to certain occupations or that 
set wages above competitive equilibrium levels are preventing potential 
workers from making the contributions that they might and from securing 
the corresponding wage. On the other hand, only under exceptional 
circumstances can a union force employers to hire workers when the 
resulting marginal revenues would be less than the wages. The workers 
remaining employed may receive wages equal to or less than their 
marginal revenues; they will not ordinarily receive wages greater than 
their economic contributions in the sale value of marginal products. 
When employers are monopsonists or oligopsonists, they generally pay 
wages less than the economic contributions of the employed workers.- 
Here a union may step in and force wages up so that the workers em- 
ployed will receive incomes more nearly equal to their actual economic 
contributions. In this respect trade-union actions are consistent with 
obtaining for workers wages more nearly in accord with the productivity 
criterion of equity in income distribution. 

2. Unions can accomplish little in obtaining a decent minimum wage 
for those otherwise below what would generally be regarded as a decent 
living. These groups are generally unskilled and it is very difficult to 
develop any kind of continuous pragmatic unionism. The very poverty 
of the membership is itself a source of weakness in union organization 
since it is difficult to finance union activities. The membership is almost 
inevitably very shifting. These difficulties are revealed in the historj' of 
trade-unionism in this country. The strongest pragmatic unions have 
been among highly skilled workers. Unions of the mass of workers most 
frequently turn from opportunistic job-bargaining to more ephemeral 
ideas of social reform or even social revolution. There is no concrete 
common interest to hold them together. The development of industrial 
unionism along relatively practical lines is a step in the direction of pro- 
tection and bargaining for the unskilled groups, but cases in which they 
touch the lowest income groups remain the exception. 

3. For the same reasons, trade-unionism is a very poor device for 
modifying income inequalities among workers. The usual effect of most 
trade-union policies is in fact to increase these inequalities, by excluding 
“outsiders" from some of the more highly paid occupations. Insofar 
as union action can bring about a redistribution of income as between 
workers and propertied groups, however, it can contribute to modifying 
some aspects of income inequalities. This is possible only in limited 
ranges of union action, especially where a union is able to get for its 
members incomes which were previously part of the profits of monop- 
sonists. Any general effect of trade-union actions on the relative returns 
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to owners of material productive agents and lenders of funds as compared 
with returns to labor is very doubtful. 

Security and stability 

The effects of trade-union policies on the degree of security and stability 
in the economic system as a whole are a matter of some debate. More- 
over, the analysis of these effects can be undertaken only after we 
have examined business fluctuations. Within the particular job territory 
covered by a union there are, however, some relatively obvious effects of 
trade-union policies. Grievance committees give greater security to indi- 
vidual members, so also do seniority rules. Restrictions on outputs are 
frequently intended as a protection against immediately pending unem- 
ployment, and may have that effect in certain limited kinds of situations. 
On the other hand, restrictive practices of trade-unions may threaten the 
security of other workers; and mistaken high-wage policies may lead 
directly to technological displacements and technological unemployment. 

Raising planes of living 

Trade-union policies of various kinds affect directly the size of the 
national real income. We shall consider some of them briefly under the 
following classifications; (1) policies that increase the efiiciency of the 
workers, (2) policies that restrict the amount of work done per employed 
worker, (3) policies that affect the amount of employment per man per 
lifetime, and (4) policies that check the introduction of new lower-cost 
techniques. 

1. Shorter hours, better surroundings in work, and sometimes higher 
wages, seniority rules, output restrictions and participation of labor in 
management, may all contribute to greater efficiency of the workers 
involved. The effects of shorter hours and better work surroundings on 
both physical efliciency and morale are obvious. When wages have been 
exceedingly low, an increase may have similar effects. Outppt restric- 
tions are sometimes introduced to protect workers in piece-rate establish- 
ments from ruthless pressures to work at -a rate that wears them out 
and ultimately leads to diminished efliciency; in such cases immediate 
restrictions sometimes mean ultimately greater product. Seniority rules 
may improve morale and stimulate workers to at least an average level 
of performance, so that they will not be fired and lose their seniority 
ratings. On the other hand, such protection removes some of the 
incentives of competition from younger men. Labor participation in 
management is most important in its effects on morale, as a means of 
bringing about greater labor-management cooperation. It may also be 
a means through which employers can learn of ways of economizing that 
appear to workers or the foreman on the job and would not otherwise be 
passed on to management. 

2. Some of the policies that may increase labor efliciency may be carried 
beyond this point and result in diminished productivity per worker. The 
effects of reducing hours and restricting output in piece-rate establish- 
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ments are sometinies of this sort. Also some actions of unions are clearly 
restrictive of production. 

Most obvious of these is the use of the strike as a weapon in labor 
bargaining. During a strike, production ceases completely. There is 
obvious waste in the idleness of labor resources and of some of the other 
productive resources employed in the closed firms. There may also be 
indirect repercussions of strikes on production of goods sold to the firms 
suffering from strikes and of goods made from the products of such firms. 
Many of the economies of eflScient planning may be lost. These losses 
seem more serious in those situations in which the strike seems to serve 
no otherwise justifiable purpose. It is for this reason that jurisdictional 
strikes have been so often decried by labor leaders and employers alike. 

Losses resulting from sabotage are as obvious as those resulting from 
strikes. Such actions are probably exceptional, but where they occur they 
are very disrupting to productive activity. Sometimes the sabotage is 
very evident, sometimes it is more subtle and difiicult to get at. Rarely 
are such practices approved by leaders of well-established unions. 

Important especially among the skilled workers in building trades and 
the theatre are some of the attempts to spread work among members by 
restricting the outputs of each man. One of the best known is the long- 
standing rule of the bricklayers unions in many localities that no member 
may lay more than a specified number of bricks per hour. For an indi- 
vidual union at a particular time and under certain circumstances, this 
may appear as a very beneficial procedure. It may actually succeed in 
stretching out the work. But decreased marginal products are very 
likely to lead to decreased employment. Unfortunately when a whole 
group of unions whose members contribute toward the production of a 
joint product such as housing follow such practices, no single union can, 
by changing its policy, have enough effect on the cost of the jointly 
produced houses to make much difference in the number of houses that 
will be constructed. Hence the demands for their services may be quite 
inelastic, hnd restrictions on outputs may work remarkably well. If all 
the unions involved could get together to eliminate their restrictive prac- 
tices, all might together benefit. No one acting alone is able to do so. 
For the entire group of unions it makes no sense at all to assume that 
there is just so much work to be done and that it can be spread out by 
restricting outputs. The removal of restrictions that would be advan- 
tageous to consumers would also benefit the large group of unions; but 
when each union acts separately it is likely to act inconsistently with 
these wider interests. 

Finally, productivity per man is reduced by actions that remove incen- 
tives to greater eflBciency. This is especially likely to follow from some 
of the policies of restriction of entry practiced by a few of the stronger 
unions in the skilled occupations. 

3. Union policies affect the amount of work per man per lifetime in a 
number of ways. We have already pointed out that we cannot at this 
stage evaluate the effects of trade-union policy on business fluctuations 
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and hence on depression unemployment. There are two other important 
ways in which trade-union actions affect the working. life of laborers. 
First, insofar as they improve health through their controls over hours 
and working conditions, unions prolong the potential working lives of 
their members and others who benefit from their bargaining. Second, 
seniority rules, in the few cases in which they exist, frequently prolong 
the working lives of the union members. 

4. Unions fight the introduction of new lower cost techniques that 
threaten to displace them in all or a part of their job territories. Various 
regulations of a restrictive sort have been developed in the attempt 
to protect these vested interests. In a now famous case, the Chicago 
painters and glaziers union refused to install cabinets that had been 
painted and had had the glass installed at the factory, insisting instead 
that the paint be scraped off and the glass taken out, so that the cabinets 
could be painted, assembled, and installed according to union rules. For 
years the stonecutters tried to outlaw the planing machine, and refused 
to work with machine-cut stone. Following the introduction of “talkies” 
the musicians’ union insisted that theatre orchestras be maintained at 
full pay even though no longer used. In a few cases unions obtain desired 
restrictive ends through indirect means such as the use of building codes 
to protect craftsmen against the introduction of new building materials 
and prefabricated housing. The line between some of these practices and 
clear “labor racketeering” is a very thin one; and many of the worst 
examples are in fact the result of gangster control in a few of the unions, 
especially in building trades in some of the biggest cities. In their most 
extreme form, such practices are much decried by most union officials, who 
see in them a threat to the good name of trade-unionism everywhere, no 
matter how statesmanlike its policies may be. Moreover, there are many 
union leaders who cooperate with employers to facilitate gradual adjust- 
ments to technological change. 



CHAPTER 33 

Government and Trade-Unions 


To ATTEMPT to discuss the position of trade-union activities in the law and 
the role of government in dealing with issues in which organized labor is 
involved is to tackle a very elusive set of problems. The position of labor 
organizations both in fact and in the law is never long the same; con- 
ditions and attitudes are continuously shifting. Moreover, currently we 
seem to be entering upon a new era in the formulation of public policy 
toward labor. Many kinds of policies are recommended and there are 
many genuine differences in opinion as to what policies would be most 
effective in protecting all interests concerned and furthering the general 
welfare. 

Discussion divides naturally into two major parts, the power conflict 
between workers and employers and the interest of the general public in 
labor practices which restrain trade. The first section of this chapter 
will be devoted to an examination of the power positions of the two 
primary parties to labor bargains. Then, after a brief discussion of 
techniques in the peaceful settlement of disputes, we shall turn to the 
questions of public policy and labor activities in restraint of trade. 

The Legal Powers of Labor and Employers 

Traditional principles in the law 

Government may intervene in labor conflicts by legislating, by executive 
action, and by judicial decisions. Until recently the most important 
continuous avenue of approach was clearly the judiciary, and this is 
probably still the case despite the increasing role of legislation and inter- 
vention of executive agencies. Much of this judicial action is in fact the 
interpretation and application of legislative action. 

There are two major precepts that underlie most of the law and of 
judicial decisions in cases pertaining to organized labor prior to the 
'thirties, and that still pervade much of the thinking on these matters. 
The first rests on the individualistic interpretation of social processes that 
emphasizes the importance of freedom of contract; this inwlves an 
assumption of equal bargaining power for both (or all) parties to' a con- 
tract. The second rests on a concept of the sacredness of property rights 
very broadly interpreted to include the right to carry on business with a 
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minimum of interference with entrepreneurial decisions. The implica- 
tions of these two concepts in labor cases deserves further exploration. 

1. Freedom of contract. The doctrine of freedom of contract in the 
labor bargain means freedom of the worker to choose where and for whom 
and under what conditions he will work, to accept or reject a job contract 
as he may see fit. It means freedom for the entrepreneur to decide whom 
he will hire and under what conditions, to accept or reject the terms offered 
by each workman. There is to be no coercion on either side ; the appear- 
ance of such coercion invalidates the contract. If either party to the 
contract breaks the terms the other is released from it and could bring 
suit. If an employee fails to do his work he may be fired at any time, 
and if an employer fails to pay the promised wages or to provide the 
promised conditions of work the employee may quit at any time. Each 
may sue the other. 

This doctrine of freedom of contract is clearly based on a fundamental 
assumption that the two parties to the bargain are in comparable posi- 
tions ; that the freedom of the worker to quit, for example, is the equivalent 
of the freedom of an employer to fire a man; that the freedom of a worker 
to accept or reject the terms of a job offer is equivalent to the freedom 
of an employer to accept or reject a man seeking employment. This 
equality never fully existed; but with the growth of large business enter- 
prise its inapplicability is glaringly obvious. The corporation as a “legal 
person” is clearly in a very different power position from the individual 
workman seeking an opportunity to earn a livelihood. The individual 
worker’s chief protection is the competition of rival employers for labor. 
Wherever there is monopsony or oligopsony in the buying of labor services 
this protection disappears. A recognition of this inequality in fact has 
led to progressive modifications of the attitudes of courts toward labor 
organizations as bargaining agencies representing the workers. Finally, 
a recognition of the unequal bargaining positions of corporations versus 
individual workers has found expression in recent labor legislation,' which 
abrogates the earlier extreme interpretations of the doctrine of freedom 
of contract in labor bargains. Focus is shifted to the problem of balanc- 
ing the power of employers and employees in bargaining in the labor 
market. Freedom of individuals from coercion in labor bargains is re- 
interpreted in relation to developing conditions. 

2. Property rights. Property rights have been very broadly inter- 
oreted in the court history of the United States ; they include the right to 
do business in such a way as to maximize entrepreneurial income within 
the framework of the law. Legal restraints on business activities have 
been regarded as necessary evils to be introduced only to the extent that 
they are necessary to protect the general public and the freedom of others. 
Individuals and private groups have no “right” to interfere with these 
rights of businessmen to carry on their activities unrestrained. 


1 NIRA. Section 7 a. and the National Labor Eelations Act; see page 491. . 
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. Ifc must be immediately evident to anyone who gives thought to these 
questions that there will be continuous conflicts concerning what acts of 
what groups constitute justifiable expression of the rights of these groups 
and what acts constitute unjustifiable interferences with the rights of 
others. For example, in labor conflicts the right of the entrepreneur to 
conduct his business without coercive interference would appear to outlaw 
strikes; on the other hand, unless they have signed contracts for employ- 
ment for a certain length of time individual workers have a right to leave 
their jobs at any time. In conflicts between these sets of rights the courts 
are called upon to make decisions. 

Despite the broad interpretation of property rights in protecting 
businessmen, there is no equivalent doctrine concerning rights of workers. 
Labor leaders have continuously argued that the “property right of the 
worker in his job’* is just as fundamental a right as is the property right 
of the employer in his business. In time of strike, the workers on strike 
regard the job as still belonging to them. Picketing is a technique for 
maintaining their control over their “job rights.” Until recently this 
interpretation has had no backing in the courts. It comes directly into 
conflict with the employer’s interpretation of his rights to hire and fire as 
he may choose. Clashes over issues of this kind have been repeated in 
American history. 

The right to bargain collectively 

Pragmatic unionism in the United States functions primarily through 
collective bargaining. The claim to the right to bargain collectively has 
gradually gained increasing acceptance with the growth of strong em- 
ployer groups on the one hand and effective labor organization on the 
other. The large enterprise is seen to have an advantage over employees 
acting individually, so that some modification of the individualistic 
interpretation of “freedom of contract” is in order. At the same time 
labor has gained greater strength in pushing its cause. Three sets of legal 
rights are<basic here: (1) the right of unions to exist, (2) the legal status 
of collective agreements, and (3) the legal rights to force collective 
bargaining processes on reluctant employees. 

1. The right of imions to exist. In the very early stages of trade- 
union development in England, all unions were regarded as “criminal con- 
spiracies” and those persons involved were prosecuted on these grounds. 
In the United States the view taken in early cases was less extreme ; but 
since almost all the acta of labor organizations were regarded as unlawful 
under the common law concept of “criminal conspiracy” the effect was 
much the same. The right of unions to exist was pretty well settled, 
however, by a case appearing in the Supreme Court of Massachusetts in 
1842 (though this has not been held to apply to radical revolutionary 
unions) . The Court declared that nonprofit associations of workers were 
not as stick criminal conspiracies. This meant that so long as a union 
went about its own business much as a fraternal society it was to be left 
sbne. 
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2. CollecUVB agrefemehts as legal contracts. As soon as a union tried 
to do anything beyond a mutual benefit program, as soon as it 'came in 
contact with outside groups, this early policy of nonintervention ceased. 
Such aggressive activities of unions were regarded as a matter of 
greater public concern; there was inevitaWy interference with the freedom 
of employers to run their businesses in their own way. On the other 
hand, collective bargains as such are peaceable instruments for the adjust- 
ment of economic relations. Thus while many of the techniques that 
established the power of unions to drive effective bargains continued to be 
subject to attack in the courts, the agreements themselves have in general 
been looked upon with favor. Pleas brought by workers claiming that 
employers were not living up to the terms of collective agreements have 
been sustained by the courts. Usually damages have not been allowed, 
but employers have been ordered by the court to live up to the terms of 
the contract. 

* 3. Guarantee of the right to bargain collectively. Increasingly favor- 
able attitudes toward collective bargaining have culminated in recent 
years in the National Labor Relations Act of 1935. This act grew 
directly out of experience in applying Section 7-a of the National Indus- 
trial Recovery Act.^ The provisions of that section were: 

Every code of fair competition, agreement, and license approved, prescribed, 
or issued under this title shall contain the following conditions: (1) that em- 
ployees shall have the right to organize and bargain collectively through represen- 
tatives of their own choosing, and shall be free from the interference, restraint, 
or coercion of employers of labor, or their agents, in the designation of such 
representatives or in self-organization or in other concerted activities for the 
purpose of collective bargaining or other mutual aid or protection; (2) that no 
employee and no one seeking employment shall be required as ai condition of 
employment to join any company union or to refrain from joining, organizing, 
or assisting a labor organization of his own choosing; and (3) that employers 
shall comply with the maximum hours of labor, minimum rates of pay, and other 
conditions of employment, approved or prescribed by the President. 

To the workers this appeared to give protection against flaany of the 
weapons previously used by employers to break the unions, especially 
company unions, yellow dog contracts, and discharges for union activities. 
The employers interpreted the act quite differently and a tremendous 
surge of organization of company unions ensued. Conflicts were almost 
continuous. 

With the Schechter case,’’ which declared the NIRA unconstitutional, 
Section 7-a was, of course, automatically dropped; but the new National 
Labor Relations Act was immediately passed to take its place. Those 
who formulated this new law had learned something from the experiences 
under the NIRA and tightened the provisions to leave no doubt of the 
intent of the act to guarantee genuine representation of workers in col- 
lective bargaining. The federal power in the National Labor Relati(»iis 

Act rests on the power of Congress to regulate interstate commerce. 

- 

* For a general discussion of this act, see Chapter 26. 

* Schechter Poultry Corporation vs. United States, 296 U. S 496 (1935). 
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The agency created to administer the act is the National Labor Rela« 
tions Board. Its basic function is judicial; it does not act as a mediator 
or arbitrator in settling the terpf,s of employer-labor agreements. It 
protects workers against unfair labor practices of employers that would 
interfere with the process of collective bargaining, not with the terms 
of the bargain. In cases of dispute over which is the appropriate organ- 
ization to represent workers in bargaining, the Board makes a decision. 
In many cases this decision is reached by holding elections to determine 
employee’s choices. When employers continue with unfair labor prac- 
tices after the Board has issued an order to “cease and desist,” the 
Board may turn to the Circuit Court of Appeals for an injunction to 
enforce the order. The employer may also appeal against the order. 

The National Labor Relations Act giyes a detailed statement of the 
case for collective bargaining. It says that individual labor bargaining 
leads to depressed wages and hence lowered purchasing power and de- 
pressed general economic conditions; this is a highly questionable 
argument, which would be regarded as unsound by many economists. It 
also states that inequalities of bargaining power prevent equalization 
of wage rates between different industries; this argument gains strength 
from the fact that those labor markets in which unions need the protec- 
tion of the law in order to negotiate collective agreements are in fact 
the areas where workers are weakest in dealing with big industrial 
magnates (especially steel and automobiles) . The Act holds that 
experience proves that protection of the right to organize and bargain 
collectively insures much greater moderation in labor strife than would 
otherwise prevail, and that such bargaining provides a medium through 
which a much larger proportion of conflicts can be settled peaceably and 
equitably. Thus there is in this recent development of labor policy a 
very strong positive support for collective bargaining, and a very signifi- 
cant modification of earlier individualistic interpretations of freedom of 
contract. 

The law and the weapons of labor 

The three principal weapons of labor are the strike, picketing, and 
the boycott. All of these are inevitably in some measure coercive, and 
they have therefore come under attack on many occasions. 

1. The right to strike. The right to strike for just cause has generally 
been recognized by the courts in recent generations. There is very little 
legislation on this matter. Waves of public protest against strikes have 
led from time to time to recommendations for such legislation; but they 
have not resulted in action. In the courts, strikes for higher wages, 
shorter hours, safety devices, or other direct benefits to the union 
members have generally been regarded as legitimate. Strikes for union 
recognition, strikes against competing unions, strikes for closed shops, 
and sympathetic strikes have frequently been regarded as illegal in the 
past. 
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Strikes for union recognition and apinst rival unions have taken on 
new significance in recent years. With the National Labor Relations 
Act, workers are protected in the right to organize, so that we might 
expect these strikes to be eliminated, but this is not the case. This 
legislation coincided with a period in which labor organization was 
expanding on a tremendous scale, and it lent support to such expansion. 
Strikes for recognition in the mass-production industries brought the case 
of the workers to the attention of the National Labor Board, so that 
for a time such strikes continued. In view of the provisions of the Act 
these strikes had a new legal support that contrasted with the earlier 
situation. After this big organizational drive was onc'* fully launched 
and collective bargaining of independent (noncompany) unions estab- 
lished, there was of course a falling off in such strikes. 3ut they reap- 
peared in another form — as conflicts between rival unions competing 
to represent the workers in collective bargaining. These issues are com- 
plicated by jurisdictional strikes in which two unions afe in conflict 
over which group of workers should do a particular job (as banging 
metal doors). In recent cases the United States Supreme Court has 
declined to take action under the antitrust laws * against these jurisdic- 
tional strikes. 

Strikes for the closed shop have generally been opposed in the courts 
on the grounds that closed-shop agreements constitute interferences with 
individual freedom; they interfere with freedom of the employer to 
hire and fire whom he may choose; they interfere with freedom of the 
individual worker to work wherever he can find a job regardless of his 
membership in a union. The issue has been very much debated recently 
under the National Labor Relations Act, but it has not arisen in court.® 

^^Sympathetic” strikes are strikes of a union not directly involved iu 
a dispute, in sympathy with another union that is striking. These strikes 
are very common in closely related crafts, in the building industry, for 
example. Or textile workers in firm B may strike against “struck 
materials” when the employer of firm A where workers are on strike 
attempts to transfer the filling of his orders to firm B. Sued strikes are 
analogous to log-rolling in Congress, when the representative from Nevada 
and the representative from Massachusetts trade votes on a silver pur- 
chase program and a tariff on woolen goods. Sympathetic strikes may 
become very widespread, in extreme cases reaching the dimensions of the 
“general strike” in Great Britain in 1926. When they reach such a scope 
sympathetic strikes are no longer primarily pragmatic; they verge rather 
on mild class warfare through an expression of class solidarity. State 
jourts have taken differing attitudes on sympathetic strikes; the most 
important cases in the United States Supreme Court have ruled against 
them. 


* See page 41(9. 

* Labor interpreted Section 7-a, point (2) aa protection against yellow dog con* 
tracts and company unions. Employers interpreted it as a ban on the closed Aopi 
The same issue arises under the NLRA. 
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2. The right to picket. There have probably been more court cases 
eoncerned with picketing than with any other single phase of union 
activity. This is to be expected, since picketing is more likely than 
any other action to be associated with violence and public disturbance. 
It involves conflicts of interest directly of concern to striking workers; 
nonstriking workers and “scabs,” employers, and general public. Who- 
ever may be at fault where physical violence appears, blame is likely 
to be focused on the union. Fundamental issues over individual freedom 
and property rights are immediately raised. In general courts have 
supported picketing activities that could be clearly regarded as “peaceful 
persuasion”; and they have declared against “intimidation.” But almost 
anything can be and has been regarded as “intimidation.” Yet despite 
the generally unfavorable attitudes of courts, unions have continued to 
picket in order to protect the striking worker’s “right to h’s job”; they 
have frequently made genuine efforts to keep that picketing peaceful and 
orderly. Employers have a clear incentive to incite disorder so that 
they may be in a strong position in the courts and in the public’s attitudes. 

3. The right to boycott. A primary boycott in which workers refuse 
to buy the goods produced by their employer is generally regarded as 
legal; but this limited type of boycott can rarely exert much pressure 
on the employer. Any attempt to organize a “secondary” boycott oy the 
customers of a firm stands on very shaky grounds in the courts. This 
is especially true since such cases have been attacked as restraints of 
trade under the antitrust laws. The most famous case, of the Danbury 
Hatters, was in 1903, when triple damages were levied against the union 
(totaling three times the estimated damage of $80,000 to the employer’s 
business). In another case, after the Clayton Act in 1914, the Court 
took the same position ; and so the “secondary boycott” stands outlawed 
in the precedent of Supreme Court decisions today. On the other hand, 
more recent state cases are not so clearly in accord with this position; 
and there have been no recent attempts to apply federal antitrust laws 
in boycott cases. 

The law and the weapons of employee 

The powers of employers in labor bargaining have gradually come 
under more restrictions while labor has been gaining more recognition 
in courts and law. Employers’ associations for collective action have 
been upheld as essential to the protection of property rights. 

The lockout has never been questioned except as it may be associated 
with ‘breach of a union-employer contract; but where such breach of 
contract is involved the employer may be ordered by the Court to refrain 
from breaking the agreement, and damages may be claimed. The first 
case on this point was in 1937. On the other hand the employer’s right 
to keep his plant open during strikes and even to have protection of 
government police or militia in keeping his plant open has rarely been 
qnfestioned. Recently there have been some attempts to limit or prevent 
the transportation of strikebreakers from other states. 
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The National Labor Relations Act has significantly limited the powers 
of employers by outlawing yellow dog contracts and by requiring bargain- 
ing with representatives selected by the workers themselves without entre- 
preneurial intervention (hence breaking company unions as employer 
weapons). It also prevents discrimination against imion men in either 
refusing to hire them or in cases of discharge. 

The strongest of all employer weapons against unions has been the use 
of injunctions.^ Injunctions are usually issued in time of strikes. We 
may repeat briefly what they are: They are court orders restraining the 
workers and their leaders from certain acts. If such acts are performed 
after issue of an injunction the offenders are guilty of contempt of court. 
The principal grounds on which such injunctions are granted to the 
employer or group of employers requesting them is the protection of 
property, interpreted broadly to include the protection of business in- 
come. 

Labor has fought this weapon for years, but until recently with very 
little success. Provisions introduced in the Clayton Act in 1914 were 
regarded by labor leaders of that time as protection against unrestricted 
use of injunction proceedings « but this proved an illusion. Finally, in 
1932, the Norris-LaGuardia Act was passed. Provisions are detailed 
and explicit, and corrections of procedure give defendants in contempt 
proceedings much more legal protection than was previously available.' 

^ Senn vs. Tile Layers* Protective Union, 301 U. S. 468 (1937), 

7 Section 4 of this Act specifies restrictions on the use of injunctions as follows: 
Sec. 4. Restriction on injunctions. — No court of the United States shall have juris- 
diction to issue any restraining order or temporary or permanent injunction in any 
case involving or growing out of any labor dispute to prohibit any person or persons 
participating or interested in such dispute, (as these terms are herein defined) from 
doing, whether singly or in concert, any of the following acts : 

(a) Ceasing or refusing to perform any work or to remain in any relation of 
employment; 

(b) Becoming or remaining a member of any labor organization or of any em- 

ployer organization, regardless of any such undertaking or promise as is described 
in section 3 of this act; * 

(c) Paying or giving to, or withholding from, any person participating or inter- 
ested in such labor dispute, any strike or unemployment benefits or insurance, oi^ 
other moneys or things of value; 

(d) By all lawful means aiding any person participating or interested in any labor 
dispute who is being proceeded again^ in, or is prosecuting, any action or suit in 
any court of the United States or of any State; 

(e) Giving publicity to the existence of, or the facts involved in, any labor dis- 
pute, whether by advertising, speaking, patrolling, or by any other method not 
involving fraud or violence; 

(f) Assembling peaceably to act or to organize to act in promotion of their inter- 
ests in a labor dispute; 

(g) Advising or notifying any person of any intention to do any of the acts here- 
tofore specified; 

(h) Agreeing with other persons to do or not to do any of the acts heretofore 
specified; and 

(i) Advising, urging, or otherwise causing or inducing without fraud or viol^ce 
the acts heretofore specified, regardless of any such undertaking or promise as it, 
described in section 3 of this act. 
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The Adjustment of Labor Disputes 

There is a third party involved in every labor dispute. The community 
at large has a great stake in the maintenance of orderly labor relations. 
Hence we must concern ourselves with the problem of appropriate 
machinery for adjusting labor disputes and maintaining industrial peace 
by preventing their occurrence. 

Once trouble has broken out, conciliation is the least drastic instrument 
and generally the one invoked first. Mayors, governors, judges, bishops 
often appeal to the parties, offering facilities for them to come together 
and settle their grievances peaceably around the conference table. Any 
party, public or private, may seek to bring the disputants together, but 
Usually a good deal of prestige is required, by way of personal reputa- 
tion for integrity or prestige of office. If this outsider takes any part 
in the negotiations beyond bringing the parties together, the process is 
known as mediation. Usually a mediator is a go-between and confidant 
of both parties, who ascertains by separate conferences what sort of 
compromise is likely to succeed before bringing the parties face to 
face to attempt a final settlement. Conciliation or mediation can only 
hope to be successful if the workers are a closely organized and disciplined 
group so that their leaders are capable of entering into an acceptable 
settlement. The Conciliation Service of the United States Department of 
Labor has a fine record in adjusting disputes through mediation and 
stands ready to offer its services on request. 

If mediation is a diplomatic function, arbitration is a judicial one. In 
arbitration an impartial third party hears the claims of the disputing 
parties and renders his decision as to the merits of the case and the 
appropriate solution. The parties taay or may not agree in advance 
to accept his award as a basis of settlement. Referring the dispute to 
arbitration in the first place may be either compulsory or voluntary. 
Voluntary schemes seem to offer more prospects of success, since the 
parties are ^ess likely to feel that they have been coerced. 

The machinery of arbitration may be either continuous or “ad hoc,” 
created specifically for every new occasion. The continuous machinery 
may on the one hand consist of a permanent body to which disputes 
may be voluntarily referred. Great Britain has a system of Industrial 
Courts of this type. The disputes referred for arbitration may be serious, 
such as strikes or threatened strikes, or they may be minor adjustments 
not serious in themselves, but which could rankle and have serious conse- 
quences if left unsettled, to add their force to that of other minor 
grievances. The permanent arbitration machinery might on the other 
hand consist of a body set up for compulsory arbitration of disputes, 
such as the former short-lived Kansas Court of Industrial Relations, or 
the New Zealand Arbitration Court. Ad hoc arbitration of course has 
to be voluntary in character, set up in view of a specific crisis. 

A very interesting approach to the problem is exemplified by the 
Canadian Industrial Disputes Investigation Act. This act applies only 
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to a limited number of industries, but requires that no employer shall 
change the conditions of employment, and no union shall strike, without 
giving thirty days notice of intention to do so. During this time the 
Minister of Labor might appoint a board of conciliation and investigation, 
consisting of one representative from each side and a neutral chairman. 
This board should attempt to bring the parties together in a voluntary 
settlement, but failing this, might proceed to investigate the facts of the 
situation and make a report recommending a settlement. After the 
findings are published the parties may accept or reject the proposals as 
they see fit, and are free to strike or change conditions of employment. 
The delay is supposed to give the parties time to "think things over,” 
and to inform public opinion on the merits of the case and thus con- 
tribute to a just solution. This act has been very successful, as much 
because of wise and tactful administration as on account of the merits of 
the act itself. 

In appraising ways of dealing with actual or potential industrial dis- 
putes two general principles seem to be important. First, it is desirable 
that the machinery should be continuously available in order to prevent 
a number of minor grievances from “snowballing” into a mighty discon- 
tent. Crisis arbitration is at a disadvantage right from the start. Sec- 
ond, the machinery should leave as much room as possible for voluntary 
action, as the psychological effect is much more salutary and conducive 
to more lasting results. 

Perhaps no machinery can be quite so conspicuously successful as con- 
tinuous collective bargaining between a union and an employer who 
.respect and trust each other. The history of the Amalgamated Clothing 
Workers Union in its relations with employers has been very instructive 
in this regard. This union has had exceptionally brilliant and responsible 
leadership, so that it might be too much to expect a letter-perfect repe- 
tition of this success in other industries. 

Trade-Unionism and Restraint of Trade 

Ever since the passage, of the Sherman Antitrust Act in 1890 , the anti- 
trust laws have been used by employers to fight trade-unions. Reference 
has already been made to the use of this law as a basis for suits against 
unions engaging in secondary boycotts and as an added basis for injunc- 
tion proceedings. In these cases antitrust action was initiated primarily 
at the request of employers as a weapon against labor. Recently there 
has been a new emphasis in the application of antitrust laws to labor. 
The increased activity of the antitrust division in its efforts to break 
up restraints in the American economy in the interests of the general 
public has included suits brought by government against certain types 
of trade-union policies as well as against business and agriculture.® It is 
this approach to which we now turn our attention. 

* Mr. Arnold explains the attitude of some labor leaders who oppose the 'present 
policy of the Department of Justice in the following Way; , \ 

"Labor has been led to believe that the Sherman Act is a weapon i!iven‘'t6 their 
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Current opinion is split into two major factions. One of these is 
headed by Thurman Arnold and his followers in the antitrust division 
of the Department of Justice. The other group, primarily led by repre- 
sentatives of skilled labor, attacks Mr. Arnold. We shall divide our dis- 
cussion into three major parts: (1) current court decisions in antitrust 
labor cases, (2) Mr. Arnold^s arguments, and (3) arguments of the opposi- 
tion. 

Recent Court decisions in antitrust labor cases 

There have been two important cases that have recently come up in 
the Supreme Court of the United States in which applications of the anti- 
trust laws to labor cases were involved. The first of these was the Apex 
case in 1940, the second the Hutcheson case in 1941. 

In the Apex Hosiery case® the mill owners brought suit against the 
American Federation of Full-Fashioned Hosiery Workers for damages 
to property and loss of business during a sit-down strike. The case was 
brought under the Sherman Antitrust Act, on the grounds that this 
interference with production constituted restraint of trade. The majority 
opinion of the Court was delivered by Mr. Justice Stone. It held that the 
Apex Company could not recover damages in this case; but at the same 
time the opinion stated definitely that the Sherman Act was applicable 
to labor cases where there was clearly monopolistic intent. The statute 
was regarded to be inapplicable to labor unless ‘^the court w^as of the 
opinion that there was some form of restraint upon commercial competi- 
tion.’’ It declared that the restriction on production and hence on inter- 
enemies for the purpose of harassing them in their legitimate objectives. Nothing 
can be further from the truth than this belief. The Sherman Act condemns no 
reasonable use of the collective power of labor unions. Properly construed the 
Act is a charter of freedom for labor organizations — a protection against the ag- 
gressive tactics of others who seek to hamper them in the legitimate use of their 
power. Some labor leaders know this, but many are confused. 

“What is the reason for this confusion? In my opinion the reason lies in twenty- 
five years of private prosecution of labor under the Sherman Act by organizations 
charged with no public responsibility many of whom have had the destruction of 
labor unions as their principal aim. . . . Private corporations used the Act to 
police strikes a few years ago through the weapon of injunction, and today through 
the weapon of suits for treble damage, . . . The total damages sought against la- 
bor unions today in pending, private suits under the antitrust laws runs over 
$10,000,000. These suits have the potential power of crippling the entire labor 
movement. Even if labor wins the cost of defense is staggering. They have given 
labor the impression that the Sherman Act is a private instrument designed solely 
for its opponents. . . . 

“Enforcement of law in private hands in the nature of things cannot be fair en- 
forcement. . . The remedy of the evils of private enforcement does not lie in 
abolishing enfmxsement because no individuals or organizations in business, in labor, 
or in agriculture can be left free to determine for themselves how far they may go 
in imposing their power on others. The only remedy for the evils of private polic- 
ing is to substitute policing by public officers not responsible to private interests/ 
(^Arnold^ Thurman W., The Antitnist Laws and Labor, an address before the Amer- 
ican Labor Club, January 27> 1940. Mimeographed.) 

^ Apex Homry Co. vs. Leader, 310 IJ, 8 4W at 487 (1940). 
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state shipments resulting from the sit-down strike did not “operate to 
restrain commercial competition in any substantial way,” that the union 
at the Apex plant was directing its efforts only toward the legitimate ends 
of labor bargaining. 

By many people the statement of the Court in the “Apex decision” 
was regarded as a victory for Thurman Arnold in his attempt to invoke 
the antitrust laws against labor practices that restrained trade. For 
example, a writer in Business Week in June 1940 remarked that despite 
the decision clearing the union the Court “went out of its way to make 
a distinction between the facts in the case before it and the general 
assumption of union liability under the antitrust laws” . . . and that 
“by holding that unions are subject to the antitrust laws when their ac- 
tions are directed toward the control of prices or toward the placing ot 
restraints on interstate commerce, it scored a bull’s eye for Arnold.’- 
Labor groups took a different view of the meaning of the decision; and 
The Nation came out with an article entitled “The Apex Indecision.” 

With the Hutcheson case in October 1941 many of Mr. Arnold’s hopes 
were dashed to the ground. The background of this case may be given 
briefly. The carpenters and machinists both had agreements with 
Anheuser-Busch, a company manufacturing beer. The two unions were 
in dispute as to which should control the installation of metal machinery, 
and the American Federation of Labor had awarded the. decision in this 
dispute to the machinists. The carpenters had at one time accepted 
this decision but they later demanded that they be given the job. When 
Busch refused they went on strike, and organized a nation-wide boycott 
of Busch’s beer. When the case against the carpenters, as restraining 
trade, was brought to court the Court sustained a demurrer which seemed 
to grant considerable immunity to unions under the antitrust laws; it 
said: 

So lone as a union acts in its self-interest and does not combine with non-labor 
groups, the licit and the illicit . . . are not to be distinguished by any judgment 
regarding the wisdom or unwisdom, the rightness or wrongness, the selfishness 
or unselfishness of the end of which the particular union activities are the means.^^ 

Commenting on their decision, Mr. Edwards of the Antitrust Division 
states; “In the literal meaning of this language the question whether the 
antitrust laws have been violated depends not upon what was done in 
the market but upon what group did it.”“ Three other cases were* 
brought in court to check this interpretation and all of them were dis- 
cussed by the court without hearings, apparently on the same grounds, 
that there was no combination of labor with nonlabor groups. 


Buainesa Week, June 1, 1940, p. 16. 

U. S. vs. Hutcheson, 312 U. S. 219 (1941). 

Edwards, Corwin, “Public Policy Toward Restraints of Trade by Labor Unions: 
An Economic Appraisal,” American Economic Review, Vol. 32, No. 1, Part 2, Sup 
plement, March 1942, n ‘132. 
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The position token by the Antitrust Division 

- The Antitrust Division of the Department of Justice considers that 
there are important aspects of trade-union action which restrain trade, 
thereby depressing employment and lowering American planes of living. 
They argue that these actions should be subject to prosecution and that 
insofar as they are not regarded as covered by the present antitrust 
laws there is a need for new legislation. 

In taking this position Mr. .Arnold and his followers point out that 
recent legislation, especially the National Labor Relations Act and 
national wage and hour legislation, guarantees to labor adequate power in 
attaining reasonable conditions of work, that there is now “less need 
than before to jeopardize other legitimate interests in order to protect 
labor interests.”^® They would not suggest applying antitrust laws 
against any of the “ordinary” activities- of trade-unions such as efforts 
to obtain union recognition, wage and hour policies, and policies relating 
to conditions of work “as safety devices and protection against speed- 
ups,” They would also consider the problem of the closed shop as out- 
side the appropriate function of antitrust legislation and protection. 
They would apply the antitrust laws to unreasonable activities, that is to 
activities in restraint of trade that “have no reasonable relation” to the 
policies just mentioned. Mr. Edwards of the Antitrust Division grouped 
their “unreasonable” activities in five categories: 

1. First are “restraints of trade designed to destroy one bona fide 
union or to transfer work from its jurisdiction to that of another.’*^* 
This was examplified in the Hutcheson case. There was no way in which 
the company could comply with the demands of the carpenters without 
breaking its contract with the machinists. Two of the cases brought up 
since and dismissed by the Supreme Court were similar; in each of these, 
A. F. of L. unions were fighting C.I.O. unions that had been designated as 
the exclusive bargaining agents by the National Labor Relations Board 
after election by the workers.^ In the opinion of Mr. Arnold and those 
associated with him, the lack of power to prosecute unions for such ac- 

p. 433. 

p. 435. 

, Commenting on such jurisdictional disputes in an address to the American 
Economic Association in December 1941, Mr. Edwards stated : 

“Conduct of juradictional disputes by private warfare victimizes the employer 
and the workers immediately involved, weakens the union movement, and hurts 
the general public. Obviously the employer who is deprived of the right to do 
busineffi because he deals with one union rather than another cannot obtain peace 
by yielding; for he then will be attacked by the other union. He cannot even ob- 
tam protection from the government in his efforts to comply with the government’s 
own order to bargain with a designated union. If he is small and financially weak 
he may be offered the alternatives of iUegal action or bankruptcy. It is equally 
obvious that ^he workingmen involved inay be forcibly deprived of their right to 
be ftprOsented by the union of iheir choice if the union they have rejected i? 
strong enough to coerce the emplbyer. Althougi the einployer is forbidden to im- 
pair this freedom, another union may do so with impunity.” Ibid. pp. '435-436. 
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tivities has resulted in a rapid spread and exaggeration of major juris- 
dictional difficulties. 

The function of antitrust laws in connection with such disputes would 
be the enforcing of compliance with awards when a union loses a juris- 
dictional decision. They could not determine which union should have 
jurisdiction in the first place; such determination rests with labor groups 
themselves and with the National Labor Relations Board.“ 

2. A second type of "unreasonable” restraint of trade is the prevention 
hy organized pressure ‘‘of industrial progress by preventing the introduc- 
tion of new processes, improved machinery, and new materials " 

3. Third is “the erection of private trade barriers designed to reserve 
the markets for local producers and local labor/’ 

4. Fourth is “the requirement that useless and unnecessary labor be 
hired/’ 

These three types of practices are closely interrelated, as Mr. Edwards 
points out: 

Such restraints usually overlap. Exclusion of new processes ordinarily forces 
an industry to employ unneeded men. In construction, such restraints often 
prohibit production in a workshop rather than on the job site, and thus guarantee 
that the productive activity shall be local as well as handicraft. The requirement 
that men be paid whether they are used or not often prevents the introduction 
of new equipment. Exclusion of nonlocal products prevents use of factory 
methods which require a wide market. Stopping progress, localizing the market, 
and forcing the employment of unnecessary labor are frequently the joint results 
of a single union activity 

In practice some difficulties of interpretation inevitably arise. It would 
have been reasonable for telephone operators, for example, to ask for a 
gradual introduction of dial phones so that adjustments of employment 
could be made smoothly. It would be reasonable for unions to protect 
their workers against speed-ups on assembly lines and in the other shops 
where pressures on workers are such as to impair health and shorten 
efficient working lives. But such marginal issues do not jpresent insur- 
mountable difficulties in the defining of unreasonable labor practices in 
restraint of trade. 

5. A fifth type of “unreasonable” restraint of trade is “interference 
with competition among employers by fixing prices, allocating markets, 
controlling channels of distribution, forcing enterprises out of business 
regardless of their labor record, or otherwise directly limiting commercial 
competition.” 

Mr. Edwards comments further: 

“If boycotts and other restraints of trade designed to ui>set an award are re- 
garded as unreasonable, the antitrust laws should restrict labor leaders to the 
processes of negotiation, persuasion, and arbitration in conducting jurisdictional dis- 
putes with other labor leaders. 

“Legal protection for unions against forceful destruction by other unions would 
also go far toward a solution of some problems of imion democracy which are hard 
to deal with directly.” Ibid., p. 438. 

439. 
p. 448. 
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Where practices of this sort involve combination with nonlabor groups 
the Hutcheson decision would seem to indicate that they are illegal under 
the antitrust laws. Where unions engage in such schemes alone there is 
still some question as to whether or not they would be exempt. This has 
led to some shifting of methods of procedure in order to accomplish the 
same purpose but maintain immunity under the law. Recent union ac- 
tion designed to bring about a coordinated increase in the price of bread 
k probably a case in point.^* 

The position taken by the members of the Antitrust Division of the 
Department of Justice seems to be essentially this: Labor does and should 
enjoy certain types of protection and immunity under the law so far as 
these are necessary to equalize the bargaining power of labor groups 
in “reasonable” actions intended to control wages, hours, and conditions 
of work and employment. Having been given this protection, through a 
long and gradual gain in the courts, and through the recent Norris- 
LaGuardia and National Labor Relations Acts, labor should also be held 
to account in practices that are clearly unreasonable restraints of trade. 
Labor should not be permitted to use coercive methods that place “unrea- 
sonable” burdens on employers and the general public, blocking progress 
and lowering planes of living. The attempt to define what should be 
regarded as “unreasonable” restraints has led to a specification of the 
five kinds of situations that have been listed here. 

There are two major legislative changes supported by Mr. Arnold and 
included in some currently proposed labor legislation: 

1. The first of these makes it a violation of the antitrust laws “to 
induce or require any employer to impose or adopt unreasonable restric- 
tions or conditions upon the use of any material, machine, or equipment.” 
This prohibition, however, is qualified by a proviso- to the effect that 
restrictions or conditions of this nature shall not be deemed unreasonable 
“if they are directly and appropriately related to the wages, hours, health, 
safety, or working conditions of the employees, or if they are required in 
good faith as part of a temporary program to retard technological unem- 
ployment ... or to forestall the imposition by the employer of a 
speed-up system.” 

2. The second is a series of provisions designed to prevent one union 
from attempting to break into the territory of a rival union. These pro- 
visions will be discussed in the following pages. 

Evaluation of arguments of the opponents of the 
Antitrust Division's position in labor cases 

There are a number of people and groups, especially the American 
Federation of Labor, opposing the recommendations for new legislation 

;i9An instance in the bakeiy industry was cited by Mr. Edwards. See the foot- 
aoete oa p. dSX 

Witte, Edwin E., “A Critique of Mr. Arnold’s Proposed Anti-labor Amendments 
to the Antitrust Laws,” American Economic Review, Vol. 32, No. 1, I^rt 2, Snppie- 
ment, March 1^, p. 450. 
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that are supported by Mr. Amold.^^ We will consider their main points 
briefly: 

1. The proposal that unions should not be permitted to ^flnduce or 
require any employer to impose or adopt unreasonable restrictions or con- 
ditions upon the use of any material, machine, or equipment^^ is opposed 
primarily on two grounds: (a) It is argued that this would place too 
much power in the Antitrust Division in deciding what are ^treasonable’’ 
practices, especially where problems of teclinological displacement of 
workers are involved. It is held that even though the final decision 
would rest with the courts, many cases would in fact be decided by 
consultation with the Antitrust Division and never be carried through to 
the courts, and that the power of that division would therefore be ^^too” 
great.^2 (b) It is argued that the blocking of technological advance by 
the practices of business groups is quantitatively far more important than 
blocking by labor groups, and that these business practices would still go 
on unchecked by antitrust control.^® This appears to be not so much an 


Not all laborers or labor leaders are opposing the Antitrust Division’s program. 
Members of the Antitn^t Division cite literally thousands of letters from laborers 
commending their policies. The reason for this fact is well summarized in the fol- 
lowing statement by Mr. Wendell Berge, Assistant to the Attorney General of the 
United States: 'Tt seems to me that there are many other advantages to labor in 
our antitrust policy. The public will have greater confidence in labor unions if 
they are subjected to the same reasonable limitations as other groups, and if they 
eliminate those restrictive practices that have no reasonable relation to the promo- 
tion of better wages, hours, working conditions and the recognition of the principles 
and procedures of collective bargaining. Those who desire to prejudice labor in 
the minds of the public are constantly citing the occasional case of the employer 
prevented from using more efficient methods by the coercion of a labor group, the 
employer who is being held up by a jurisdictional strike, the union whose leaders 
have conspired with distributors to hold up prices, or the unions that have fallen 
into the hands of leaders who have conspired with employers for their personal 
gain or aggrandizement. I believe that the rank and file of labor are not interested 
in the perpetuation of these uneconomic practices. I believe th9t the cause of 
organized labor wdll be promoted if these practices are eliminated by the vigorous 
application of the antitrust laws.'' (Berge, Wendell: “Should the Antitrust Laws 
be Applied to Labor Unions?’' An address presented at the Harvard Law School, 
March 28, 1940; pp. 28-29. Mimeographed.) 

22 In an address to the American Labor Club on Januarj’' 27, 1940, Mr. Arnold 
comments as follows: “The cry has been raised that the responsibility to determine 
the reasonableness of reckless conduct should not be on the Antitrust Division. 
This is exactly the same cry which accompanies enforcement against business or en- 
forcement against agriculture. It is inherent in the antitrust laws; it is a necessary 
consequence of the application of the rule of reason that someone make a judgment 
on the legality of coercive activities of organized groups which restrain production 
and distribution. And furthermore, it is not the Antitrust Division which makes 
that judgment. The question is first submitted to a grand jury; it is then sub- 
mitted to the United States District Court; next to the Circuit Court of Appeals; 
and finally to the Supreme Court of the United States. Nothing could be further 
from the dictatorial ruling of an individual than this process. It is the traditicmal 
judicial process under which our freedom is maintained.” 

^•Mr. Witte expresses this opinion with some vigor; “The failure to irtiliiie the 
cheapest materials, the best machines, and the most advanced techniques is math 
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agBinst pteventing labor restraints as an argument for revisions 
of public policy in business practices. 

2. Provisions designed to prevent one union from breaking into the 
territory of a rival union took several forms. Each of these has been 
criticized on these principal grounds: (a) It is argued that attempts to 
control such actions under the antitrust laws would seriously handicap 
union organization in new areas since two new unions are very likely to 
spring up. This objection is countered by the arguments that the law 
would encourage labor to “get together with itself” to the benefit of 
all concerned, (b) It is argued that these provisions would block the 
development of new independent unions and thus remove a check on 
the action of leaders in the established unions. In reply to these two 
arguments the Antitrust Division states that the critics ignore the fact 
that the kind of policy recommended by Mr. Arnold would protect 
workers against imreasonable restrictions on their attempts to introduce 
new organizations, and that it is only unreasonable practices that would 
be illegal. Thus Mr. Arnold wrote: 

From the workman’s point of view the right of collective bargaining is itself 
in jeopardy if a powerful union may destroy a union which is the free choice 
of the workers in a particular plant.** 

And to this the labor leaders in turn reply that Mr. Arnold would in fact 
bring about conditions fostering and supporting the company union, 
(c) It is argued that the settlement of jurisdictional disputes should not 
be turned over to the Antitrust Division. But the Division would be 
concerned only with the enforcing of compliance with decisions reached 
in other ways, as has been stated explicitly by Mr. Edwards and others. 
The basic issue here goes back to the question of how these jurisdictional 
decisions are arrived at in the first place and whether it is practicable to 
treat them as contractual obligations and legally enforceable awards. 

Conclusion •. 

Out of this mass of conflicting opinions a few general conclusions 
emerge: 

1. There are many labor practices, such as strikes and boycotts, that 
interfere with interstate trade, but so long as these practipes are conducted 


more commonly due to the employerH than to the labor unione. If working people 
are to be prosecuted because they place restrictions on the use of materials ma- 
chines, and equipment which Mr. Arnold deems unreasonable, why should not the 
s^e treatment be accorded to employers who fall short of attaining maximum pos- 
sible production because they, without reasons satisfactory to the Antitrust Divi- 
sion, fail to utilize the most advanced techniques or because they allow some or all 
of their equipment to lie idle? Certain it is that the loss to society by reason of 
the failure of busm^ to operate always at full capacity has been many times as 
'gnat as the one billion dollar cost per year which Mr. Arnold ascribes to the labor 
unions.” Op. cit., p. 463. 

Arnold, Thurman: Statement before the TNEG, .ffconwps, Febnary -13, 1941. 

■ 
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in pursuit of labor’s “legitimate objectives” they would not be regarded 
as “unreasonable restraints” by either Mr. Arnold or his critics. Dis- 
putes may arise, however, as to whether particular acts under particular 
circumstances are in fact directed toward these legitimate objectives. 
For example, extremely high initiation fees, coupled with agreements for 
the closed shop, are tools for maintaining high wages by restricting the 
entry of workers into a particular occupation ; are such policies “reason- 
able” or “unreasonable”? Mr. Arnold would probably say that they were 
not “reasonable” restraints involved in the pursuit of the legitimate end 
of raising wages, presumably because they did not directly involve wage 
adjustments.*® A. F. of L. leaders would be very likely to disagree. 

2. Opinions as to how far we should go in attacking labor restraints of 
trade under the antitrust laws differ; but all groups recognize that extreme 
cases of “unreasonable” restraints of the kinds listed on pages 500 and 
601 are very “bad” and should be curbed in some way, though they may 
disagree as to the most appropriate methods. 

3. There is still some doubt as to the legal position of trade-unions in 
cases of extreme practices that involve the fixing of prices to consumers 
but in which there is no proof of collusion with employers. 

4. There is general agreement that practices in unreasonable restraint 
of competition in which there is collusion between laborers and employers 
are and should be illegal under the antitrust laws. 


See his comments on the $500 initiation fee in his speech before the American 
Labor Club, op. cit., p. 7. 
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Legal Regulation of ^X^ages and Hours of ^X^orl< 


Legal provisions for a minimum below which wages will not be permitted 
to fall, or for a maximum above which hours will not be permitted to rise, 
have results very similar to trade-union actions along these lines. But 
there are just enough significant differences so that we are not justified in 
merely dismissing these matters in terms of the generalizations reached 
,in our discussion of trade-unions. We will therefore examine minimum 
wage legislation in some detail. 

The History of Minimum Wage Legislation 

By "minimum-wage regulation” is meant the fixing of a minimum level 
Below which wages may not be permitted to fall. Such regulation may 
differ considerably in different times and places, according to coverage, the 
Basis OB, which the minimum level is determined, and the purpose of the 
oetioB, Coverage may be of particular industries only, of particular 
groups only (for example women), or it may be general. The rate set 
may Be hawed on one of various kinds of estimates of need, or it may be 
that there* will be an attempt to set it according to "value of service 
rendered.” Tine purpose will usually be either to improve the living and 
hence the heaKh and morale of the protected group, or to encourage 
nesovery frqtrr a business depression by increasing the purchasing power 
of worfersi. What does the history of wage regulation in the United 
States reveal concerning each of these points? 

Attempts of social reformers in the United States to get legislation with 
regard to wages, and of government to put such legislation into effect, have 
traveled a rocky road. While maximum hour legislation for women and 
minors and for workers in dangerous occupations was more readily 
accepted as a health measure, interference with wages was held to be 
dangerous tampering with the economic system, bound to precipitate 
serious unemployment among those for whose benefit the minima were 
set. Moreover, the emphasis on the rights of the separate states consti- 
tuted! » further barrier to the introduction of minimum wage legislation on 
a naifonal scale. 

State lews 

The first' efibrts to set minima to wages were undertaken by the states, 
1)eg^nning,wito> the: Massachusetts law of 1912. This law provided for a, 

506 
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minimum wage commission that should establish wage boards in different 
industries as needed. Industries regulated were those in which there 
appeared to be “exploitation” of low-paid labor of women and minors. 
The boards were to set rates on the basis of need to provide “a living 
wage.” The general plan followed the precedent set by the British law 
of 1909; but enforcement powers were publicity only. By 1923 fourteen 
states (mostly agricultural), Puerto Rico, and the District of Columbia 
had followed the lead of Massachusetts. In some of these' there were 
more powers of enforcement, but only the relatively weak laws survived 
the famous Adkins case decision in 1923. 

In the Adkins case the Supreme Court invalidated the District of 
Columbia legislation as unconstitutional. It had been defended in the 
court as protecting the health, safety, and morals of the people. .Justice 
Sutherland wrote the opinion declaring these laws unconstitutional, as 
interfering with “property” rights of employers. The argument of the 
Court was based in part on the fallacious assumption that individual 
wages are without exception equal to the “value of service rendered,” that 
is, the marginal revenues obtained from the workers employed. 

The effect of Justice Sutherland’s decision was to cause a shift in the 
formulation of subsequent laws. A way out of the constitutional diffi- 
culty was seen in basing the determination of the minimum level in part 
on “value of service” instead of merely on need, providing that rates 
set should be “commensurate with value of service or class of service 
rendered.” Wages in particular industries thus fell under the law not 
merely because they were low, but because there was also monopsonistic 
control that succeeded in depressing wages below marginal revenues. The 
approach was still industry by industry, and the purpose was still the 
providing of better living for the protected workers. Wisconsin framed 
a law of this sort in 1924, but little action was taken elsewhere until the 
depression of the 'thirties. The year 1933 brought seven new laws, all of 
which included a “value of service” clause, and in 1934 a mandatory 
clause was added to the old Massachusetts law. There are i5ow at least 
25 states having such laws. Oklahoma is the only state to have brought 
men as well as women within the scope of this kind of law. 

Interstate pacts 

A state attempting to set minimum wages above those paid in surround- 
ing states is at a disadvantage from several points of view. Higher wages 
in the regulated industries will push up costs, and if these industries were 
just covering costs, they will now find themselves unable to compete with 
rivals in other states where wages have not been regulated. The reduction 
of employment that would follow in the state having the wage regulations 
may therefore be important, whereas it might have been insignificant had 
all states come under the same regulations. 

A recognition of the difficulties attendant upon setting minimum- wages 
in one state but not in neighboring states led, in 1931, to an interstate 
conference in the east instigated by Franklin Roosevelt — ^then goven^jr 
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of New York. • Conferences were held until in Mjly 1934 seven states 
(Connecticut, Maine, Massachusetts, New Hampshire, New York, Penn- 
sylvania, Rhode Island) signed a pact aimed to secure uniformity of 
standards for conditions of employment, especially wages and hours for 
women. The New York law was taken as the standard and by 1938 
Massachusetts, New Hampshire, and Rhode Island had ratified the agree- 
ment and Congress had given its consent.^ 

Federal action 

There are two ways in which greater uniformity of wage standards may 
be sought. One is the extension of interstate pacts in different regions, 
the other direct federal legislation. Those concerned in maintaining a 
maximum degree of local self-government, the defenders of "states rights,” 
prefer to emphasize the former. The interstate compact has the advan- 
tage that states in each region can legislate for conditions in that par- 
ticular region. There is no problem (as in the case of federal legislation) 
of deciding whether to set uniform money wages for all regions or to adjust 
minima by regions to differing costs and patterns of living. Interstate 
pacts have the further (and as we shall see very important) advantage 
that coverage within states can be much more nearly complete and the 
interstate pact can focus on conditions in particular industries, whereas 
it is constitutionally impossible for federal legislation to accomplish this. 
The federal government can set wages only for those workers who arc 
included under the interstate commerce clause of the Constitution and for 
workers employed by the federal government or employed in the pro- 
duction of goods purchased by the federal government. A federal law on 
the other, hand can be accomplished more quickly than can interstate 
agreemajrd^ If we want the kind of control the federal government has 
power to impose, then this method should be encouraged. Whether or to 
what extent we want these controls is another question. 

Attempts of the federal government to control wages have been of three 
main types*! The first was indirect control through cooperation with the 
.representatives of each industry under the National Industrial Recovery 
Act in 1934. (Prior to this there had also been an attempt to control 
wages indirectly through controlling hours of work and "overtime” pay on 
the railroads in 1916.) Although some of the wage agreements arrived 
at under the NRA codes had the effect of raising wages of low-paid labor 
in monopsony .situations, they served primarily as a support to demands 
of trade-unicms to raise wages generally whatever the level from which 
they started. The bases of wage setting were neither need nor value of 
service, although they were more nearly compatible with the value of 
•service idea. The pvupose was to raise wages generally in order to expand 
purchasing power and hence increase business activity. That this reason- 
ing was in large measure fallacious will be argued in a subsequent section 
of this chapter. 

{ .^Vyver, Frank T., "Regulation of Wages and Hours Prior to 1938,” in Imw and 
iSmiemporary Problems, Vol. VI, No! 3, 1939, pp. 326, 327-331. 
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Second, attempts at wage setting from 1934-38 by the federal govern- 
ment in its position as buyer and employer concentrated on government 
adherence to prevailing wages^^ and had the effect of pegging these wages. 
Thus the United States Housing Act requires that ^‘prevailing wages^^ be 
paid on jobs done under that act. These “prevailing wages” are usually 
union wages in union-restricted occupations, and in effect the Act prevents 
competitive wage cutting. The Walsh-Healey Act of 1936 requires that 

prevailing wages” be paid on work the products of which are purchased 
by government. Administrative decisions as to what “prevailing wages” 
are usually accept union scales where these exist. Insofar as government 
buys from industries characterized by “sweated” conditions it is likely to 
set wages higher than those actually paid in these industries and may, by 
providing opportunities for workers at better pay, have the effect of 
pushing these wages up. 

Third, the federal Fair Labor Standard Act popularly known as the 
federal “Wages and Hours Law” was passed in June 1938. This was the 
culmination of a long and persistent drive to regulate minimum wages and 
maximum hours, which had taken on an intensity following the termina- 
tion of the NRA. The provisions of the Act are as follows: ^ 

It sets up a rigid scale of wages and hours for workers in interstate commerce 
or who produce goods for such commerce. A statutory minimum of 25 cents 
per hour is in effect the first year, then a 30-cent minimum is the standard until 
October, 1945, when the 40-cent wage becomes operative (Section 6). Unless 
there is payment of one and one-half times the regular rate of pay covered 
employees may not be worked in excess of 44 hours per week the first year, 
42 hours the second and 40 after the second (Section 7). The enforcement of 
the Act is under the control of a single Administrator in tlie Department of 
Labor. Industry committees, appointed by him, may make recommendations 
that can be made the basis of a wage order setting a minimum wage in excess 
of the universal rate but not more than 40 cents an hour (Section 8). There 
are numerous exemptions, some outright, some dependent upon administrative 
regulation. There may be criminal and injunction proceedings against violators 
and civil recovery of double damages by workers (Section 16). Child labor 
under 16 years of age is prohibited and may even be eliminated iff certain occu- 
pations up to 18 years of age (Sections 3(1) and 12). 

The coverage of the Act is as general as was administratively practi- 
cable and constitutionally permissible; particular industries are omitted as 
exceptions, instead of being included as especially needing regulation. 
Since this is a federal law, its coverage is limited to workers engaged in 
interstate commerce or performing activities necessary to such subsequent 
commerce. The lowest wages and worst working conditions are probably 
most likely to appear in occupations in intrastate commerce, so that the 
law misses some of those situations that are generally regarded as most 
needing regulation. The basis of the determination of what should be the 
minimum level of wage permissible is essentially estimates of need. The 

® Forsythe, Jqhn S., “Legislative History of the Fair Labor Standards Act” Law 
and Contemporary Problems — The Wage and Honr Law, Vol. VI, No. 3, BvmmeT 

1989, p. 473. 
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purposes of the act were mixed. It was urged both by those seeking 
primarily to raise the level of living of workers in the lowest-paid occu- 
pations and by those who argued that higher wages would help bring back 
prosperity. 

Analysis and Evaluation of the Effects of Minimum 
Wage Regulation 

In analyzing and evaluating the effects of minimum wage regulation, we 
shall confine ourselves to five main questions: (1) What are the effects 
of setting minimum wages above previously existing levels where labor 
markets are purely competitive? (2) What are the effects of setting 
minimum wages above previously existing levels where there is monop- 
sony in the buying of labor? (3) What are the effects of minimum wage 
regulation on management efficiency? (4) Is there any validity to the 
oft-quoted argument that “a minimum wage tends to become a maximum”? 
(5) What validity is there, if any, in the “purchasing power” argument 
for regulating wages in order to bring prosperity in general business? 

Some effects of minimum wage regulations 
under purely competitive conditions 

The core of opposition to minimum wage regulation has been the 
argument that any interference with the operation of the competitive 
mechanism was a dangerous and undesirable procedure. It is argued that 
that mechanism, when pure competition is universal and there are no 
restrictions on entry, operates in such a way as to allocate resources where 
they are most wanted, to lead workers into the jobs in which they would 
receive the highest pay, and to adjust that pay so that in each case it 
equals the full value of the service added. Intervention to raise wages 
would in this case cause unemployment, which was considered a suffi- 
cient reason for opposing government intervention. Furthermore, it was 
assumed that the economy was essentially purely competitive throughout 
and that reslrictions on entry were the unusual exception. The effects of 
wage legislation in a purely competitive economy would be, briefly, as 
follows: 

1. We cannot avoid the fact that even in a purely competitive economy 
there is no guarantee that everyone can find work in which he can con- 
tribute enough to the economic product to earn a decent living wage. 
Some workers have obligations greater than others. Some are of such 
poor calibre that they are not capable of contributing in the productive 
system enough to maintain a family or, in some cases, even themselves 
alone; society takes some responsibility in the more extreme cases. Some 
are supported entirely by relief; others receive relief subsidies as supple- 
ment to small pay. A minimum wage higher than what these workers can 
produce would throw them out of work. They would then be completely 
de](>endent on government relief, which might or might not involve work 
for the government. Evidently society will not in any case permit compe- 



LEGAL REGULATION OF WAGES AND HOURS 511 

tition to leave its submarginal victims along the way. The question 
resolves into one of how government should act, and whether submarginal 
workers will be unemployed, employed by government, or employed by 
private enterprise with government relief subsidy. 

2. Unfortunately the present federal law may even exaggerate the diffi» 
cutties of the lowestrpaid groups, because they are often in uncovered 
occupations and these occupations are all that remain open to some of 
the workers forced out of employment where wages are regulated. The 
increased numbers of workers then seeking work in these uncovered areas 
forces the wages there down to levels still further below the standard 
provided in the law. 

3. Minimum wage legislation may in some cases force more rapid 
shifting of population from one area or occupation in which wages are 
exceptionally low to another in which the opportunities are greater. It 
does this by forcing unemployment in the poor area or occupation. A 
more direct and less costly way of attacking this problem would be the 
expanding of services of employment agencies, both public and private, 
and the elimination of the ^‘bargain basement” employment agency trad- 
ing on distress cases. Such an expansion would assist both workers and 
employers to make informed decisions. 

4. To some extent wages in underprivileged areas may be increased by 
an inward movement of industry when labor fads to move out. This 
change in the relative supplies of material agents and labor available will 
raise the marginal revenues obtainable from any given group of workers 
in the underprivileged area. Thus the movement of textile mills from 
New England into the Southeast has tended to raise wages of workers in 
the South (provided labor is hired competitiyely ) . A premature legis- 
lative raising of the minimum wage for Southern workers might check the 
movement of capital into the area and thus prevent productivity from 
increasing. 

5. Even in a purely competitive regime, incomes are unequal to a high 
degree. Would the general establishment of minimum wages^e a feasible 
means of modifying this inequality by jacking up the lowest income level? 
It may do so to a very limited extent by (a) sffifting incomes from 
higher-paid workers to those who were affected by the wage regulations 
:and are now either unemployed on public relief, or employed at the new 
Si'ijgher rates, or (b) shifting incomes from property-holders to the pro- 
i;eoted groups of laborers. On the other hand the unemployment entailed 
iinfthis program may bring exaggerated problems of low incomes and hence 
*of inequality between low and high income groups. 

6. Minimum wage legislation affects consumers primarily through its 
•effects on the total output of the economy.® Insofar as it causes unem- 
ployment, resources are idle ; the national real income is therefore lowered. 
•On the other hand, guaranteeing a certain minimum wage may prevent 
(the deterioration of individual workers otherwise on very low levels nf 

■I Effects (On resource allocation are probably of minor importance. 
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living; over a long period of time the result may tend to be*a more pro- 
ductive labor population and hence a higher national plane of living. 

Minimum wage regulation in an employer- 
monopsonized labor market 

In the discussion in the previous section we assumed the labor market 
in each industry and locality to be predominantly competitive. But a 
variety of conditions may, taken in conjunction with immobility of labor 
out of certain industries or areas, lead to strong employer-monopsony or 
oligopsony in some labor markets. Those arguing for minimum wage 
legislation have often emphasized the fact that not only are some sectors 
of the labor market controlled by one or a few employers, but also that 
laborers in these situations are often unable to organize themselves to 
form a counter oligopoly in the sale of labor. When an employer buys 
monopsonistically labor that is offered competitively he will be able to 
push wages down by restricting his inputs somewhat, and it will generally 
increase his profits to do so. A minimum wage higher than what he had 
been paying will remove the lower-wage, smaller-working-force, alterna- 
tive. Since he must now pay the legal rate anyway, he will find it 
advantageous to hire more men. He will add men so long as the legal 
rat? is less than the marginal revenue of the workers employed. In fact 
he will aim to add men until wages and marginal revenue are equal 
(provided enough workers are available at the legal minimum). This is 
just the same situation as that we described in discussing the effects of 
trade-union wage regulation in the face of monopsony. 

Minimum wage regulations and management efficiency 

Thus far we have assumed that the employer who finds himself in a 
position to depress wages will inevitably do so in a degree consistent with 
his all-encompassing goal of maximizing profits. Actually many em- 
ployers do not squeeze workers even when it would be to their financial 
advantage to do so, but others push down wages and fail to develop other 
economies. An advantage of minimum wage regulation that has been 
argued strongly by s6me of the more progressive industrialists is the effect 
that enforcing higher wages may have on eflSciency of management in 
industry. Mr, Filene urged this point emphatically and drew on the 
conclusions of Hoover’s investigation of Waste in Industry to prove his 
point. Inertia and the attempt to get along by paying low wages has 
characterized many entrepreneurs who could easily save much by more 
efficient management. Such producers have of course not been maximiz- 
ing their profits in the past, but the greater urgency of the situation when 
labor costs rise may force them into finding neglected wastes and elimi- 
nating them. To the extent that this occurs — and there is no dpubt that 
it is important— no unemployment may be caused by the increase in wage 
rates, and the income of the society as a whole may be increased, Labor 
will receive a larger share of a larger total. 
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Consideration of the argument that "a minimum 
wage tends to become a maximum" 

Trade-unions have sometimes opposed minimum wagO regulation, on 
the grounds that “a minimum wage tends to become a m ax imum wage.” 
This is an extreme statement. What is usually meant is that the 
setting of a minimum wage may lead to an adjustment of the wages of 
those receiving higher pay down toward the minimum. The degree of 
truth in this statement will depend on particular circumstances and on the 
level at which rates are set. We shall confine our analysis to a national 
legal minimum. 

First, if minimum wages are introduced in a perfectly competitive 
situation they can have no effect unless they are set higher than competi- 
tive rates. Wages would not be pushed below the competitive level so 
long as entrepreneurs continued to compete for workers. 

Suppose a national legal minimum were set higher than competitive 
equilibrium rates for unskilled labor. What would happen to skilled 
labor would depend on whether it was substitutive for or complementary 
to unskilled labor. If it were substitutive, the opportunities open to 
skilled workers would be improved and their wages would rise. If, on the 
other hand, it were complementary to unskilled labor, skilled labor would 
find its employment opportunities less favorable than previously, and 
wages for skilled labor would then fall. Whether skilled labor was'substi- 
tutive for or complementary to unskilled would depend on the particular 
technological possibilities and the prices of cooperating material agents in 
each industry. 

The argument of the trade-union leaders that “a minimum wage tends 
to become a maximum” is usually made on the basis of various assump- 
tions about the noncompetitive aspects of wage determination, Just as 
entrepreneurs may ride along neglecting wastes of inefficient management 
until jolted by an increase in labor cost, so they may also have neglected 
the possibility of reducing the wages of skilled labor. A minimum wage 
law may push them into squeezing their costs in this way. But of greatest 
concern to union leaders are the effects of minimum wage legislation on 
the relative bargaining positions of workers and employers. Such legis- 
lation may affect labor bargaining in either direction. It may strengthen 
the position of the weaker bargainers and lower-paid workers, giving 
public support to their demands in both regulated and unregulated indus- 
tries. It will also strengthen their position in bargaining on other issues 
by relieving the cost of pressure on the wage question. But strong unions 
bargaining for higher wages are likely to find themselves in a less satis- 
factory position. The difference between their wages and the minimum 
rate will be sufficiently clear so that public support of their demands is 
less enthusiastic. Employers of such labor may in the same way find 
their positions strengthened. The fact that the A. F. of L. has stron^y 
opposed wage legislation for men while the C.I.O. has favored such lej^- 
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lation is a significant commentary on the differences in membership of the 
two organizations. 

Evaluation of the argument that higher 
wages may help bring prosperity 

One of the arguments most persistently urged in recent years by those 
favoring federal minimum wage regulation is based on the proposition 
that higher wages would mean greater income, increased spending, and 
hence a return to prosperity. A full consideration of this question would 
carry us deep into the disputes concerning business cycles, and cannot be 
undertaken here. A few brief comments will, however, suggest some of 
the elements in this problem. First, it is obvious that an increase in wage 
rates could increase labor income only if the demand for labor is inelastic; 
otherwise there may be extensive substituting of material agents for labor, 
or an immediate reduction in production. Higher wages mean higher 
costs and production will be stimulated by these wages only if prices rise 
faster than costs. If the higher wages give more income to labor as a 
whole, the savings of capitalists may be diminished, the total amount 
spent on consumers go^s increased, and production of these thus 
stimulated. Even if such a result were to ensue, the long-run effects of a 
persistent policy of minimum wage regulation have to be considered. The 
argument that setting minimum wages will help bring prosperity stands 
on very shaky grounds and is a dangerous one. It would tend to lead to 
higher minima than would the other motives of regulation. The ramifi- 
cations of this argument will be considered further when we study business 
cycles. 

Some Practical Difficulties in Setting Mininuim Wages 

When the various theoretical possibilities that we have discussed are 
surveyed, it must become evident that the problem of establishing an 
“ideal” plan would be an exceedingly difficult one. To whom will these 
minimum ‘rates apply, under what circumstances will they be invoked, 
what level or levels of rates will be set, how will other government policies 
such as the giving of relief be coordinated with the wage controls? These 
and many other questions arise. An attempt to discuss with any degree 
of completeness the practical difficulties involved in these programs would 
take us into many more pages. We shall confine our comments to two 
main points: (1) the problems involved in establishing rates consistent 
with a “minimum of health and decency for all”; (2) some of the diffi- 
culties involved in the problem of coverage. 

Determination of the base rate 

It is generally assumed that the American economy is capable of 
providing for the entire population means of living that would meet 
ac^beptable minimum standards. It is very difficult, however, to decide 
what these minimum standards should be. Costs of living in different 
areas vary. Should these differences be taken into account in setting 
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rates? Should long-established customs be considered evidence of the 
essentiality of a good or should minimum standards be set in which the 
wage is just sufficient to cover some scientifically planned minimtun 
budget? Should the low standard of some groups such as those of back- 
eddies of Southern whites in the mountains of Kentucky be accepted for 
these workers when the workers themselves clearly show their disinterest 
by working less when pay is raised? If low rates are set for these workers 
should these rates be universalized as legal minima? 

In coordinating social policy the question will inevitably rise, should 
the minimum standard for those on relief be the basis for the minimum 
wage rate or should the latter be higher? If the two are different there is 
room for some question as to what society intends, is it setting a higher 
than minimum standard for wages? a lower than minimum for relief 
clients? On the other hand, relief payments as high as wages may dis- 
courage active search for work. Relief standards are relatively elastic, 
based on family need, and do not have to meet the problem of consistency 
in individual cases with value of service rendered. 

The needs of large families raise further problems. While the economy 
may be capable of providing for all its members a decent plane of living, 
it does not follow that it could provide for every worker enough to support 
a family of five. Yet many laborers do have to support such families on 
their earnings. If wages were set with minima based on individual need, 
the most needy would remain unemployed since if it were necessary to 
pay a higher wage to the family man he would be left out. Yet to set 
general rates covering adequately his needs might be unsupportable and 
lead to extensive unemployment. This dilemma has been solved in some 
countries by resort to a system of family allowances. A minimum is set 
for all workers on the basis of the needs of the single man or woman, this 
income is then supplemented by family allowances from some centrally 
established fund. The fund may be in the hands of the government, 
derived from the community by taxes of one form or another. It may, as 
has occurred in some European countries, be established by industries. 
In these cases all employers contribute a certain amount per worker to a 
central industrial “equalization fund." From this fund supplementary 
allowances are paid to married workers with dependents. The system is 
not forced to provide to all a family wage and hence support a lot of 
hypothetical wives and children. If a state equalization fund is obtained 
by taxing high incomes it becomes a means of equalizing incomes. If it 
is derived, as in the European industry schemes, from what amounts to a 
tax on pay rolls, then the family allowances become chiefly a means of 
redistributing incomes among workers. 

When a reasonable minimum rate has been decided upon, when group 
and area differences have been considered, and when the matter of family 
allowances has been given attention the chief problems of determining 
“need” have been taken into account. The minimum rate is not yet deter- 
imned, however, until its feasibility in relation to the economic contiftu- 
t^ns of the various workers has been considered. To what ^wt shonid 
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oonsideratione of the low marginal revenues obtainable from some groups 
be taken into account to modify the rate set, or as a basis of exceptions? 
Will high rates bring extensive unemployment? — evasion with special 
pressure on the weakest individuals? These questions can be answered 
only jointly with consideration of government relief policies and govern- 
ment provision of employment for submarginal workers. 

The problem of coverage 

Many other issues that cause diflBculty are arising with regard to 
coverage. These include questions as to where enforcement would be 
practicable. It would be extremely difficult to control wages where board 
and room are part of the pay and where there are many small employers, 
as in domestic service. Unfortunately many of the “sweated” industries 
giving out home work and paying very low wages are difficult to regulate. 

The American form of government with its emphasis on states rights has 
discouraged uniform national policy. States pursuing different policies 
run into problems of interstate competition, and the tendency for labor to 
move in and business to move out of a state when minimum wages are set 
there but not elsewhere. Since federal regulation is tied to the interstate 
commerce power, employees in intrastate businesses or occupations will be 
excluded from federal jurisdiction. Minimum wages for these groups are 
set only by state action. 

Especial attention should be given to the fact that incomplete coverage 
may actually aggravate the conditions which the wage legislation is 
intended to amend. This is likely to be true in part of the recent federal 
wage and hour law. That law hardly touches workers in the sweated 
industries. Insofar as it raises wage rates elsewhere it is likely to cause 
some discharge of workers, who then swell the ranks of those working for 
yet lower pay in industries immime from regulation. 

History of Legislation Controlling Hours of Work 

Ever since the end of the eighteenth century there has been agitation for 
the shortening of hours of work, and this became increasingly important 
as machine industry and routinized production occupied a greater and 
greater place in the total of economic activity. Efforts have been made 
to get shorter hours both through trade-union bargaining and through 
legislation, especially since 1860. The ten-hour day had been very gener- 
ally adopted, voluntarily or otherwise, by 1890. There are some examples 
of persisting long hours of work, however, that would surprise many 
people today. For example, cotton manufacturing, iron and steel plants, 
and bakeries continued a working day ranging from eleven to thirteen or 
more hours with night work, and in some cases there was also a seven-day 
work week. It was as late as 1923 that the steel industry gave up a 
twelve-hour day, seven-day week for the majority of its workers. 

Two major pulses have lain back of agitation to shorten hours 
through social, legislation. The fir^st of these, predominant in such agi- 
l^aluon until very recent years, was the importance of shortening hours in 
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order to improve the health, morale, and efficiency of the workers. More 
recently emphasis has been to a much greater extent on the use of 
maximum hour legislation as a means of forcing a sharing of job oppor- 
tunities in the face of serious unemployment. 

Until 1938, legislation setting maximum hours was almost entirely state 
legislation. Exceptions were the railroads, and the hour provisions in the 
codes set up through joint cooperation of representatives of industry and 
government under the NRA. Such legislation applied to special classes 
of workers only. At first women and children only were included, though 
in part with the intention of establishing regulations for women that would 
lead to a voluntary generalization of these maxima to apply to men also. 
New England led these developments, with legislation for women and 
children in textile factories in the middle of the nineteenth century. Next 
followed legislation for workers in especially hazardous occupations such 
as mining. More recently two other groups have been included in both 
state and federal legislation ; government employees and those engaged on 
government work, and railroad workers and others in occupations affect- 
ing directly public safety. Finally, the “Fair Labor Standards Act” of 
1938, described earlier in this chapter, covers most workers engaged in 
occupations that may be regarded as closely enough related to interstate 
commerce to come under federal control. 




Part VII 

THE DISTRIBUTION OF INCOME 

PREAMBLE 

Mb. Yang was from China, and he wanted to know what America was 
like, so he was put into the hands of an able guide who knew the country 
well. 

The guide took him first to see the Rockastorbilts. They live in a big 
house in the city and several big houses in the country. They drink fine 
old imported wines, and eat fresh broiled lobster. They wear rubies and 
diamonds and fine Scottish tweeds. Mr. Rockastorbilt is driven to the 
office in a big black car by a swank chauffeur, and Mrs. Rockastorbilt is 
driven to Bergdorf Goodman’s on Fifth Avenue in the same way, while 
young Mr. Rockastorbilt takes out his “Dates” in a trim canary yellow 
“sport job” running on twenty cylinders. The Rockastorbilts collect 
paintings, and attend the opera. They vacation at Palm Beach or on the 
French Riviera. 

Mr. Yang was amazed. He asked: “Is this the way Americans live?” 
And the guide replied: “No, this is the way a very few Americans live.” 
So they went on their way. 

The guide next took Mr. Yang to see the Patronicavettes, v/ho live in 
the slums of a big city — and to see the Williams family, wljo live a 
hundred miles from nowhere, on a little farm that produces hardly any- 
thing at all. 

There are ten people in the Patronicavette family. They live in a 
tenement that has one window at the front and one at the back, with no 
windows at all in the two rooms between the front and the back. They 
share a hall watercloset with another family like themselves. They eat 
bread, and potatoes, and soup with a little meat flavoring, and dried 
beans — ^though they do not always eat. Their clothes are patched, and 
some of them do not have any shoes at all. The children play in the alley, 
Mr. Patronicavette chums around with cronies at the corner, and Mrs, 
Patronicavette gossips with neighbors on the broken wooden steps. 

There are twelve people in the Williams family; they live in a two-room 
cabin with three beds, and lug their water to drink and cook and bathe. 
Mrs. Williams cooks in a big kettle, making soup and com meal from the 
corn in the little patch by the house, adding a little salt wrk flavoring and 
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some dried beans. When the children are hungry they suck their fingers 
and their legs grow crooked, 

Mr. Yang was disturbed: “Is this, then, the way most Americans live?” 
The guide replied: “No, there are more Americans who live this way than 
who live as the Rockastorbilts ; but most Americans do not live this 
way.” So they went along. 

They came to the Smiths, who have two children. The Smiths live in a 
small house almost (but not quite) like a lot of other small houses on the 
same street. The bouse is a little out of repair and does not heat very 
well, but it has running water. They eat pork chops, and frankfurters, 
and pot roast, and potatoes. They do not buy much in clothes ; but the 
women manage to keep in style. Part of the time they have a car. The 
whole family goes to the movies. The guide said: “This is the way most 
Americans live.” 

Mr. Yang was puzzled. He wanted to know why there were families 
living like the Rockastorbilts and the Patronicavettes and the Smiths. 
So the guide explained: 

He said that Mr. Rockastorbilt was clever at organizing big business 
enterprises — ^that the Rockastorbilts owned a lot of property in invest- 
ments in mines and factories and shipping companies — and that they 
had a lot of stock in the Aluminum Company of America, which was a 
monopoly. He said that Mr. Patronicavette had been to school for only 
three years and did not have any job most of the time, though he some- 
times got work loading and unloading ships, or cleaning the city streets. 
He said that Mr. and Mrs. Williams just got along on what they could 
grow on the eroded soil of the little farm they rented at $10 a year from 
the lumber company that had cleared out the last timber five years before. 
He said that Mr. Smith did not have any property either, that he worked 
in a shoe factory. He said that some of Mr. Smith’s neighbors were sales- 
clerks and garment makers and plasterers and steel workers, and some 
of them ran small shops of their own. He said that every once in a while 
there was a lot of unemployment. 

But Mr. Yang was not satisfied. He wanted to know whether people 
in America thought that this was the way things should be, and whether 
the government was doing anything to change the situation. So the guide 
replied again: 

He said that there was a lot of disagreement about how incomes should 
be divided and what should be done about changing any distribution of 
income that seemed to be bad. He said that most people thought a man 
ought to get an income according to what he contributed to production, 
but they disagreed about just what they meant by this. He said that 
most people thought something ought to be done about the Patronicavette 
family and the Williams family, and that most people thought the govern- 
ment ought tto collect heavy taxes from the Rockastorbilts. And he said 
that the government did do something about these things, though many 
people thought there was a lot more to be done. 

At this Mr. Yang was both puzzled and unsatisfied, so he decided to 
examine the problem further. 
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Income distribution by family units 

To the person receiving a yearly income of $200 (say as a member of 
a family of five in which family income is $1,000) it is small consolation 
that the average per capita income in the United States in 1940 was 
about $550, or that the United States ranks second to the top in average 
level of living. The welfare of the people of a country depends fully 
as much on how the national income is divided as on the average per 
capita income. Are we a nation of many very low income individuals 
and families and a few people living in the height of luxury, or are we 
a nation in which most of the people share in fairly equal proportions the 
society’s goods? 

Typically, incomes are received and spent by family groups; and since 
most people live in family groups, income studies have frequently focused 
on comparisons of family incomes rather than per capita incomes. About 
one in every thirteen people receives and spends his income as a single 
individual; such people will be regarded here as “one-person families.” 
The family, or income-receiving and spending unit, may then be termed 
a “consumer unit.” Some of the most important facts about income 'dis- 
tribution are facts concerning the proportions in which different con- 
sumer units share in the total national income. This is the first question 
we shall pose in examining the distribution of consumer incomes. 

In the year 1935-36, national money income was roughly $60,000,900,- 
000. Population was about 128,000,000, divided into about 40,000,000 
consumer units, or an average of slightly over three persons per consumer 
unit.® On this basis, income per consumer unit was about $1,500, but 
this average reflected heavily a few very large incomes, just as did the 
per capita figures already cited. This is indicated by the fact that an 
income of $1,070 (the median) divides the total number of consumer 
units in half. Only 50 per cent got as much as $1,070; the other 50 per 
cent got less. The figures are even more striking if incoma receivers 
are divided into thirds. Roughly one third of all consumer units received 
incomes of less than $780. The middle third received between $780 and 
$1,450. And only the upper third received over $1,450. It should be 
remembered that the average consumer unit comprises over three persons. 

In the year 1941 money incomes were higher than in 1935-36, though 
prices had of course risen also. An income of $1,481 (the median) divides 
the 1941 consumer units in half. Tlie lowest third includes those with 
incomes up to about $950; the middle third range from $950 to $2,100. 
In 1941 the upper third received over $2,100. 


® All estimates gi v e n here exdnde per s on s fiviog in insti t u tions such as military 
camps, poor £am8, prisons, etc., totaling about 2^000^000 persona. Exclusion of this 
group does not greatly affect the estimates given. The isouroe of 1935-36 data is the 
National Resources Committee, Consumer Incomes in the United States, U. S. Gov- 
emmeat JPriating C^ee, Washingtnn, D. C- 198A 
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Figure 35 — 1 shows the estimated distribution of income in 1936-36 by 
consiimer imits. The bars at the left indicate the per cent of consumer 
units in each income range, those at the right show the per cent of 
aggregate income received by consumer units in each income classification. 
For example, the greatest number of consumer units, received $600- 
$1,000, though this group obtained only about 13 per cent of all income. 
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Fig. 35—1. Distribution of family income in the United States by income 

levels, 1935-1936.* 


♦Based on data from Consumer Incomes in the United States, Table 2, p. 6. 
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♦ Based on data from Consumer Incomies in the United States, Table IB, p. 06« 




THE biSTRJBUTION OF PERSONAL INCOMES 52f 

Figure .36 — 2 arranges these data in another way, giving the aggregate 
total income received by each tenth of consumer units. It shows that 
only one tenth of all consud^er units received as much as $2,600, but 
this upper tenth received an aggregate income of $21,452,000,000, or con- 
siderably over one-third the total national income. By contrast, the 
lowest tenth, getting under $340 per consumer unit, received only about 
$1,000,000,000, or around 2 per cent of the total national income. 

This picture would of course be slightly modified for 1941. Figures 
are not available for as detailed an income classification, but a broad 
comparison of the per cents of consumer units in different income groups 
is shown in Table 35 — 2 . 


TABLE 36—2 

DlSTBlBXjTION OP INCOMES IN THE UNITEm STATES 
IN 1936-36. AND IN 1941 


Per cent of consumer units 
Income level 1935-86* 1941 ** 

Under $600 17 16 

$500-$1,000 30 19 

$1,000-$1,600 22 16 

$1,600— $2j000 13 14 

$2,000-$3,000 11 20 

$3,000-$6,000 5 10 

Over $5,000 2 6 


100 100 


• Data are from Consumer Incomes in the United States, p. 6. 

•• Data are preliminary estimates by the U. S. Bureau of Home Economics and the tJ. S. 
Bureau of Labor Statistics, based on the “Small Sample” taken in 1941. 


Income distribution by occupation 

The occupation we follow is a basic factor determining Jhe incomes 
most of us receive, though it is by no means the only factor. Data on 
incomes by occupational groups in 1936-36 are given in Figure 35—3, 
which shows the percentage of families in each occupation by income 
levels. For example, about 28 per cent of wage earners got less than 
$1,000, about 35 per cent between $1,000 and $2,000, and so on. These 
figures show that on the average the lowest general income groups were 
farmers, wage earners, and independent businessmen (proprietors of 
relatively small enterprises, such as retail stores or very small factories) . 
Those receiving the highest incomes were independent professional people 
(doctors, lawyers, and so on) and salaried businessmen. These figures, 
however, are only rough indicators. Especially in the case of farmers, 
noncash incomes (products used directly from the farm) may be an 
important supplement to the money incomes indicated here. Moreovet, 
the incomes received by farmers rose much more sharply than most in- 
comes between 1936 and 1941. 
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♦ Based on data from Consumer Incomes in the United States, Table 10, p. 2*5 


Income distribution by area 

Over the last decade the opening of the "Old South” and the remote 
mountain areas of the Cumberland and Piedmont plateaus in Kentucky, 
Tennessee, Virginia, and North Carolina has brought to the attention 
of increasing numbers of people in this country the extremely low level 
of living of considerable groups of the population. This increased aware- 
ness has in part accompanied the increased inteiwention of the federal 
government in the problems of agriculture; and it has found expression 
in the development of a Farm Security Administration to aid low income 
farmers and in the partial reconstruction of underprivileged areas under 
various types of public works programs. The problem of low incomes 
in the Southeastern mountains has been further dramatized by such 
literary efforts as “Tobacco Road,” with its record run in the New York 
theatres.^ 

Many of the same developments have led to an increased appreciation 
of the low levels of living of many families in the Southwest; and simul- 


^In such dramatization there is also much 'danger because of misleadiiH; exas- 
gsrationa of social degeneration which lead to increased prejudice. 
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taiwous droiight in the duet bowl and mass migrations have been so 
serious as to force an awareness onto many people who would have pre- 
ferred to let “well enough alone." Here again, literature has contributed 
to popular comprehension. Steinbeck with his “Grapes of Wrath,” 
quickly interpreted in the movies, has reached thousands of comfortable 
people who would otherwise have heard little of the tragedy of those 
other thousands of destitute migrants. 

The map presented in Figure 35 — 4 shows per capita incomes by area 
in 1929. The low income level of the Southeast stands out sharply; so 
also do the relatively high average incomes in the major industrial states 



Fig. 35 — 4. Per capita income by states in 1929.* 

* Based on Mauriee Leven’s estimates in America’s Capacity to Consume, p. 173. 
(The figures utilised include profits from the sale of property and imputed rent on 
owned homes.) Published by the Brookings Institution, Washington, D.C., 1934. 

of the Northeast, in some of the relatively sparsely inhabited ranch and 
mining country of the Rocky [Mountains, and the rich lumber country of 
the Northwest. The critical conditions in drought-stricken ptains states 
from North Dakota south to Oklahoma are of more recent development, 
tliough even in 1929 these were relatively low income areas. The extent 
of the differences in average incomes in different parts of the country 
will appear astounding to those who have sat back comfortably satisfied 
with the generally “high American plane of living.” Even a quick glance 
at a map like this shows cle.arly that there is no such thing as “the 
American plane of living”; that there are many different planes of living 
among major groups of American people. 

Age, sex, and race differences in Income levels 

There are many other ways in which people might be classified in a 
study of income distribution. 

Young people receive much lower incomes than those in middle- 
age groups, tmt the peak income age varies considerably depending or 
occupation. In most occupations, the income peak comee aomewhew 
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in the 'forties, but for highly skilled workers, business and professional 
men, the peak often comes later. Women receive lower incomes than 
men, averaging less than 60 per cent as high. This differential comes 
largely as a result of the occupations frequented by women and the 
fact that most women are employed only in their youth, usually leaving 
work before they have attained their full earning power. Women do 
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Fig. 35' — 5. Income distributions of white and Negro families (nonrelief) 
in three types of communities, 1935-1936.*^ 

* Based on data from Consumer Incomes in the United States, Table 14, p, 28. 


not ordinarily receive much lower wages than men for doing the same 
work, though numerous cases of this sort exist. 

Negroes receive much lower incomes than do white persons. A com- 
parison of incomes received by Negroes and whites is presented graph- 
ically in Figure 36 — 6. The explanation of the striking difference shown 
is very complex. Superficially it is . related to (fifferences in occupation, 
but actually it lies much deeper, than that, in our entire social structure. 
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Income redistribution 

The foregoing figures give an erroneous impression, for two major 
reasons: (1) The prevalence of low income families is underestimated 
because the figures are for money incomes received by nonrelief families 
only. (2) On the other hand, inequality is exaggerated because these 
fibres fail to take into account the redistribution of income associated 
with the provision of government-financed goods and services to con- 
sumers. Common examples are highways, schools, the courts, parks, 
the Army and Navy. Such services are usually provided free: to the 
consumer, except insofar as he pays for them through taxation or loans to 
the government. They are used by virtually all consumers, but the 
burden of financing falls somewhat more heavily on the high income 
groups than on the low income groups. Thus the lowest income groups 
probably receive substantially more real income from government services 
than they pay for, while the very high income groups pay for substan- 
tially more than they receive. 

Relation Between Income Distribution and Resource 

Allocation 

The economic system is an integrated whole, even when it is func- 
tioning very badly. The ways in which the allocation of resources is 
determined cannot be separated from income distribution. Any given 
distribution of income, on the one hand, will affect the way in which 
resources will be allocated. On the other hand, the processes by which 
resources are allocated are also the processes by which people receive 
their incomes. 

Income distribution os the determinant of dollar votes 

Resources are allocated largely on a one-dollar one~vote basis. The 
more dollars offered for a given product, the more of it tends to be pro- 
duced, and whether the dollar is offered (spent) by a rich iffan or a poor 
man makes no difference. Thus, the person spending $100,000 has a 
hundred times as much “voting” power over resource allocation as a 
person spending $1,000. Such an unequal income distribution as exists 
in the United States naturally means, therefore, a very different alloca- 
tion of resources from what would be obtained with greater income 
equality. If high income groups are willing to pay enough for. imported 
wines and luxurious penthouses to give producers a profit, wines will be 
imported and penthouses will be produced instead of frankfurters and 
small homes or modest apartments. This will be the case in spite of 
malnutrition and unthinkable housing conditions among low income 
groups in both urban and rural areas. 

Expenditure patterns by income groups 

It is worth while, therefore, to indicate briefly the expenditure pat- 
terns of different income groups, as an explanation of the actual, “dqllar 
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votes” cast on the allocation of resources in our society.® These votes 
are cast for (1) future versus present consumption opportunities, and 
(2> various current eonsumptio® goods and services. 

1. Votes for diversion of resources to future uses are made when money 
is saved and offered for investment. Figure 35 — 6 gives the estimated 


35—6. Proportiorv of consum€r income for consumption and 
savings^ 1935-1936, at different income levefs.* 
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* Copied from Stiructure of the American Economy, Chart III, p. IQ. Based on 
data from Consumer Expenditures in the United States, 


average outlay of consumer units at different income levels for current 
consumption, gifts and personal taxes/ and savings in 1935-36. The 
difference in the use made of income at the different income levels is 
very striking. The high income groups save a very large percentage 
of their incomes, and have to give up a good deal more in the form of 
personal (direct) taxes, so that much less than half the incomes of the 

* These estimates are based on Ccmmtmgr ExpendHwres in the United States, iw 
the National Besources Committee (U. S. Government Printing. Office, Washington, 
11^1, a study in connection with the income stndy for 1!35~36 already cited. 

* Income taxes, poll taxes and some personal property taxes. 
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120,000 and over groups goes for current consumption. As we move 
down the income scale, the percentage of income saved steadily falls and 
that spent m consumption steadily rises. Below the $1,250 income level, 
not only are there no net savings but actually negative net savings; that 
is, persons and families in these lower income brackets actually spent 
more than their current incomes — a variety of deficit financing facilitated 
by borrowing, by buying on credit, by use of income received as gifts 
and charity, and so on. This phenomenon becomes more striking still 
if we stop to realize that the income groups which showed negative net 
savings in 1935-36 included about 60 per cent of the population. For 
the lower third of the income scale negative savings become very sub- 
stantial. Figure 35 — 6 illustrates these facts very strikingly. Not imtil 
the $1,500 level is reached do net savings become an appreciable sum 
in total or in percentage of income, and the group which has negative 
savings includes almost half the population. 

While the savinp data for 1935-36 may give us some clue as to the 
savings of consumers at different income levels in other years, we would 
make a serious mistake to apply them too generally. How much typical 
individuals arid families will save clearly depends on many things besides 
incomes. If incomes drop suddenly people may be slow in adjusting 
their levels of living downward with their incomes, and vice versa. More- 
over, savings from given incomes will be much greater in a year in which 
consumers are well stocked with durable goods than in a year that starts 
with these stocks very much depleted. 

2. A brief survey of consumer expenditure patterns at different income 
levels has already been presented in Tables 1 — 1 and 1 — 2 and Figures 
1 — 1 and 1 — 2, of Chapter 1.*® Turning back to these data, we see some 
interesting things. The greatest relative differences in expenditures 
between high and low income groups are for clothing, automobiles, 
recreation, and education; but food and housing are such important 
items in all budgets that the increase in actual number of dollars spent 
as income rises is greatest in these categories. In our soci^fety it would 
appear that "luxury” spending was spa-ead pretty well through the 
entire budget. Though quantity consumption in food probably increases 
least, quality changes account for tremendous increases in expenditure 
as income rises. No figures will reveal these quality differences and 
hence the most interesting facts with regard to the effects of income on 
^penditures are buried in the details within each major category. 

Effects of unequal income distribution on the allocation of resources 

How would a ntodification of the present inequalities of income dis- 
tribution in the United States affect consumers’ dollar votes? Some of 
the answers to this question are very obvious; others are more diflScuit 
to determine. 

These data are for families. Figures for all consumers are available £or 194 L, 
but these data had not been broken down to separate families from single individuals 
when diis book went ta press. 



536 THE DtSTRIBUTtON OF PERSONAL INCOMES 

First, it is necessary to consider the extent to which inequality in the 
distribution of income affects peoples’ scales of preferences. The spend- 
ing habits of high income groups may serve as examples and thereby 
exert pressures on those with lower incomes. Thus it may be that our 
data on saving in the lower and middle income groups would be changed 
somewhat if inequality of incomes were much less, that the elimination 
of ver}'^ high incomes and very low incomes would change the saving 
habits of those in the $1,000 to $2,000 range. Moreover, spending in 
such a way as to “show off” one’s high income, frequently described as 
“conspicuous consumption,” might be very much diminished in a society 
in which inequality of income was much less than it is in ours. These 
considerations are not measurable, but should be taken into account in 
reasoning from existing data on incomes, expenditures, and savings. 

Probably one of the most striking effects of paring off incomes at the 
top would be the reduction in the total amount of savings by individuals 
and families, since so much of the present savings comes from the very 
high income groups. Almost certainly fewer “luxury” items purchased 
only by the very high income groups would be produced — fewer resources 
would be allocated to producing yachts, high-priced automobiles, or 
extravagant hotels. If at the same time incomes at the bottom were 
raised the small cars such as the Austin, so common in Europe, might 
gain in importance here. There might be an increased demand for low- 
cost housing, a decreased demand for elaborate mansions. The least 
costly forms of recreation would probably gain relative to the more 
costly. There would probably be an increased use of resources in the 
production of milk, fresh fruits and vegetables, beef, some of the other 
nutritional foods as substitutes for wheat, corn, potatoes, and pork. 
Few commodities would escape the effects of a drastic income redistribu- 
tion. 

The effects of consumer spending on the distribution of income 

While the* distribution of incomes affects consumer spending directly, 
it is also affected by consumer spending. How much income a man will 
receive depends on the functions he and the agents he controls perform 
in the production of goods and services, and on how much consumers 
are willing to pay for these particular goods and services, in the produc- 
tion of which he is involved. Over long periods of time people may 
shift their investments, or their occupations. In the short run their 
incomes depend on current shifts in consumer demands for the thing? 
they are able to produce. Thus in the long run consumer spending 
influences the occupations into which people move, and the investments 
they make; In the short run consumer spending has a more limited effect 
on this allocation of resources, a more exaggerated effect on the functional 
distribution of income. These relations may be summarized tersely 
somewhat in this way: Personal distribution influences consumer dollar 
^ot^, consumer dollar votes influence functional distribution, functional 
fliis&ibutioh determines personal distribution. 



CHAPTER 36 


The Sources of Personal Money Incomes 


Why does Tom Smith have an annual income of $1,500, Ed Green an 
income of $5,000, and Jim Williams an income of $100,000? What are 
the sources from which these incomes are paid? And what determines 
the quantities of income payments from each source? 

The Flow of Money Through the Firm 

In a very simple economy, a large portion of the revenues received 
in the sale of products become directly the personal incomes of the 'sellers 
of the goods. In a complex exchange economy with the high degree of 
specialization characteristic in America today, this is no longer true. 
The incomes of the majority of individuals in the United States are paid 
to them by firms. Some of the funds flowing through firms go directly 
to individuals as personal incomes, and are spent on consumer goods or 
saved by these individuals (and their families) according to their needs, 
preferences, and opportunities. But a large portion of the funds flowing 
through most firms goes to other firms; these sums become personal 
incomes only as subsequent firms may pay them out to individuals. 

The path of a hypothetical dollar from consumer 
spending to consumer incomes • 

The flow of money through firms from 'consumer spenders to ultimate 
receivers of personal incomes is a fascinating process. It would be almost 
impossible to follow completely the intricate path of a dollar spent 
initially by a consumer in a retail store, but by presenting a very much 
oversimplified model of what happens, we may get some understanding 
of the character of these money flows. 

Let us suppose that John pays a dollar for a cotton tie purchased in 
a local haberdashery. What will happen to this dollar as it mov^s 
through the economy? Its travels may be marked out by a series of 
steps such as is given below. Each starred item indicates money received 
as consumer income once more. (Taxes and other government activities 
are ignored.) 

' } 

Step 1. John spends the dollar, which becomes the revenue of the retailei:^. 

* a. Fifteen cents of this dollar is paid out in personal incomes to clerks 
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in the store, to those who have invested in the enterprise, to the 
entrepreneur. 

b. Eighty-five cents is paid to the wholesaler, from whom another tie 
is purchased (in order to replace stock on the retailer’s shelves). 

Step 2. The wholesaler receives eighty-five cents, 

a. Ten cents is paid out in personal incomes to those connected with 
the wholesale enterprise (workers, investors, and so on). 

b. Seventy-five cents is paid to a tie manufacturer. 

Step 3. The tie manufacturer receives seventy-five cents. 

* a. Forty-five cents is paid out in personal incomes to those connected 

with the manufacturing enterprise, 
b. Eleven cents is paid out to producers of raw cotton, 
e. Seven and a half cents is paid out to coal and iron mining firms. 

d. Seven and a half cents is paid out to contractors for plant construc- 
tion and repair. 

e. Four cents is paid out to utilities for light and power. 

Step 4. (1) Eleven cents is received by producers of raw cotton. 

*a. Seven and a half cents is paid out in personal incomes to those 
connected with the cotton-growing enterprises, 
b. Three and a half cents is paid to other firms (for fertilizer, agri- 
cultural implements, and so on). 

Step 4. (2) Seven and a half cents is received by mining companies. 

* a. Four cerits is paid out in personal incomes to those connected with 

the mining enterprises (miners, investors, and so on), 
b. Three and a half cents is paid out to other firms (especially util- 
ities). 

Step 4. (3) Seven and a half cents is received by contractors. 

* a. Three and seven-tenths cents is paid out in personal incomes to 

those connected with the construction enterprise, 
b. Thre§ and eight-tenths cents is paid out to other firms. 

Step 4, (4) Four cents is received by utilities. 

* a. Two cents is paid out in personal incomes to those connected with 

the construction enterprise, 
b. Two cents is paid out to other firms. 

By the time the dollar that John spent on a tie has been traced through 
all this labyrinth of exchanges, most of it has once more appeared as 
someone’s personal income. There is still ten and eight-tenths cents, 
howeverj which is the gross revenues of firms that will further divide 
their payments in miscellaneous ways. Eventually the entire dollar 
(and no more) becomes consumers’ incomes. This simplified picture of 
the travels of a dollar is represented diagrammatically in Figure 36 — 1. 
The width of the bands indicates the number of cents in each case. 

bands are flows from firm to firm: gray bands with arrows are 
lows from firms to individuals as consumer incomes. 
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That the picture here presented is extremely simplified as compared 
With what Would actually happen can be quickly seen. For example, 
there is only one manufacturing firm indicated; such a firm would have 
to be extremely versatile, producing its Own machines and ofiice . equips 
ment, and even producing the steel with which to manufacture the 
machines, ae well as manufacturing the final constoner product sold tl) 
the wholesaler. But it nevertheless presents an essentially accurate pi<f- 
ture of the nature of the flow of money through firms in the American 



economy, with the gradual syphoning off to individuals of incomes that 
again join the stream of consumer spending. 

The functional division of money flows through the firm 

Incomes received through a firm may be classified aeeordiing to the 
basis on which they are obtained. The traditional classification ipto 
four groups is convenient: (1) incomes received as returns for labi^r 
services (including enterpreneurial wages), (2) incomes received as pay- 
ments for services of material agents of production, (3) inconies reeewftd 
as returns in interest paid for the. use (k ‘^loanable funds/ and 
comes received as profits. 
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1. Payments foa labor services make up the major part of the flows 
of money to individuals as personal incomes. The retail clerk and the 
manager of the retail store, the wage worker in the textile factory and his 
boss, the telephone operator, the carpenter, the farmer and the hired 
man — all of these people receive money incomes as payments for the 
'labor services that they provide. Most of these payments in return for 
labor services are explicit costs, definitely agreed upon by employer and 
employee; but an important part of them are (the implicitly expected) 
returns for the labor services of men in entrepreneurial positions, as the 
farmer, or the proprietor of an independent grocery store. 

2. Payments to owners for the services of ' material agents are often 
payments from one firm to another. The buying or hiring of machines, 
and the purchase of raw materials are clear-cut examples. The most 
common examples of payments by firms to individual owners of material 
agents are probably rentals of land and buildings; but these payments 
make up a small proportion of the total flow of funds through firms to 
owners of material agents. When a cotton textile manufacturer buys a 
loom he pays a firm manufacturing looms; only indirectly does this pay- 
ment become personal incomes, as the money thus received is paid out to 
individuals by the_ loom manufacturer and by other firms (still farther 
back in the production process) that receive payments from the loom 
manufacturer. Similarly, when a cotton textile manufacturer buys 
cotton from a dealer his payments become the revenue of another business 
firm, which in turn disperses the money partly to individuals and partly 
to other firms. By the time payments for material agents have been 
syphoned back to individual income receivers through the chain of firms 
engaged in successive productive activities, these incomes appear in 
changed form — as wages, interest, and profits. Even payment made 
directly by firms to individual owners of land or buildings may be 
expressed, as will be explained later, as profits and “interest” payments 
On the ftmds invested by owners in the land or buildings rented. 

3. Payment of interest for the privilege of using “loanable funds” is 
a^universal part of business enterprise. 

“Interest” as the term is used in common parlance is the extra amount 
that is paid back to a lender by a borrower of funds when he repays 
his loan. The economist points out that when a man uses his own funds 
instead of borrowing he must “implicitly” expect to receive back some- 
thing above the sum with which he starts; otherwise he would lend his 
money out and obtain “explicit” interest from somebody else. “Interest” 
therefore may be defined as the price paid for the use of a given amount 
of loanable funds over some given period of time, whether these funds are 
in fact loaned from one. person to another or not. . Interest is most fre- 
quently described as an interest “rate,” as the number of dollars that 
will be paid for the use of each $100 for some giveuunit of time, usually 
$ year. T^us whdn an interest “rate” is qtioted as 4 per cent per annum, 
Ibis means that the payment forthe use of $100 for one year is $4. Thus 
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far, interest has been only briefly mentioned as a production cost; it 
will be examined further in subsequent sections of this chapter. 

Interest payments are received as personal incomes by private in- 
vestors in corporate securities, that is, in stocks and bonds. They are 
also received by individuals lending money to noncorporate firms (single 
proprietorships and partnerships), and by owner investors in their own 
enterprises. But firms as well as individuals lend out funds, and these 
loans bring in interest payments as revenues of the lending firms; this 
is the special function of banking enterprises, and is a common practice 
of many corporations. Interest payments thus move both from firm to 
firm and from firm to individual. 

4. Profits are a residual income, what is “left over.” Where returns 
from a business are sufiicient to pay all its creditors (including hired 
laborers, firms from which it has purchased, and individuals and firms 
from which funds have been borrowed) and to cover implicit interest 
and entrepreneurial wages, still leaving an excess over these amounts, 
that excess is positive profits. If all these costs are not fully covered 
the deficit is negative profits (loss).^ Positive profits become personal 
incomes when they are paid out to owner-investors in an enterprise — 
to individual stockholders in a corporation, to partners or proprietors 
who have invested their own savings in their businesses. They are also 
paid from one firm to another when a firm holds stock in another enter- 
prise; this is most strikingly illustrated in the case of corporate holding 
companies. 

Plan of study 

In tracing the path of a dollar from consumer spending through firms 
to consumer incomes, and in examining the functional division of money 
flows through firms we have pointed up the nature of the sources of 
personal incomes. These incomes are received partly in wages, partly in 
returns on investments of funds in the employment of productive services 
of all kinds. Factors determining wage incomes have been examined in 
considerable detail in previous chapters. Jn order to fill out the picture 
it is now necessary to look more fully into factors determining personal 
“property incomes.” 

All incomes from sources other than payments for services of labor 
are frequently called “property income.” To own “property” is to 
possess a claim on income (whether the income is realized or merely 
potential) . Property may take the form of stocks or bonds in a corpo- 
ration; ownership of these pieces of paper is ownership of a claim on 
the income of the corporation. It may take the form of a mortgage on 
a farm; ownership of the mortgage is ownership of a claim on the income 
of the farmer, and if he fails to pay, on the income from the land mort- 

1 The difference between economic profits and aceoimting profits as reported by 
corpotatioius was explained in Chapter 7. 
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g&ged* It mik;^ tAkfr the fotm of a deed to land, which involves a dire^ 
claim on the income from that land (and hence conirol over how the 
land will be need, whether for consumption purposes of the owner, yielding 
real incmne, or for productive purposes to yield him a money income). 
It may take the form of a patent right, which gives the owner claim on 
ifieonses obtained from exploitation of the patent, and hence again control 
over the way in which it will be exploited. The list might be extended 
considerably. 

Is the following sections of this chapter We shall proceed as follows; 
First, we shall examine property income in a hypothetical economy 
assumed to be in purely competitive general equilibrium; this enables us 
to simplify the initial step of our analysis. Second, we shall consider 
^ure profits"; such profits are an aspect of property income arising 
because of uncertainties and the immobility of resources in economic life- 
Third, we shall present a brief summary of monopolistic and monop- 
sonistic elements in the distribution of income, including both wage and 
properfy aspects of income distribution. Finally, we shall employ the 
analytical concepts develc^ed here and in preceding chapters to interpret 
some statistical data on sources of income. 

Property Income ond Purely Competitive General 

Equilibrium 

If an economy were purely competitive throughout and were in a 
position of general equilibrium, profits of all kinds would be eliminated. 
In studying such a hypothetical economy, we may therefore focus on the 
other elements in the determination of property incomes. All property 
income accruing to individuals in such an economy may be ultimately 
classified as “interest" on invested funds. But the ultimate source of 
income is in the productivity of the physical agents of production (includ- 
ing labor) in which the funds are invested. We are now ready to trace 
through theje sources of property income, examining their interrelations. 

Net Income from material agents of production 

At any given time there exists in an economy a limited quantity of 
saaterial resources that may be used in production. Consumers demand 
and are willing to pay for the goods in the production of which these 
laaterial agents make a contribution. There is therefore a “derived” 
demand for the agents themselves, and incomes can be obtained from 
using these agents or selling or renting them to others who will use them. 
This derived demand is expressed through the sale values of marginal 
{ffoduets of various quantities of each particular kind of productive agent. 

Some material resources are very durable and are not readily depleted 
with use ; others wear out quickly. A continuing income flow can only be 
obtained if resources that wear out are regularly replaced. This fact is 
eaE^y illustrated. Suppose a man owns some horses that he rents out to 
those wishing to ride them. If be fails to replace the horses as they grow 
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old, or become disabled, he will find that before long his somrco of revenoes 
disappears;- he will have been ‘^hving on his capital.” Net income from 
his propearty in horses ia that income that he obtidns over and above 
replacement of the horses. It is only that net incooae that would gener- 
ally be regarded as the personal income of the man running the stable. 
This fact is recognized in defining income under the personal income tax. 
Similarly the United Shoe Machinery Company rents out machines loi 
the making of shoes ; if it fails to replace these machines as they wear out, 
its source of revenues will dry up. Allowances for depreciation- in a 
business enterprise are recognitions of this important distinction between 
gross and net income. On the other hand, urban land sites do not wear 
out with use; they are still there, and other things equal -they are still 
worth the same amount at the end as at the beginning of a year. The 
entire income obtained from such an “indestructible” resource is a net 
income to the owner; he needs no depreciation fund to keep his “capital” 
intact. 

There are some kinds of material resources that wear out or are ex- 
hausted but cannot be replaced. Mineral resources are a clear example. 
In this case the replacement of the “capital” of the mine owner requires 
the setting aside of funds equal to the depreciation of the mine each year; 
these funds may then be invested in some other type of property claim. 
By such rein-vestment elsewhere, the individual keeps his capital intact; 
but the society has used up the mineral resources. Replacement from the 
social point of view will have been accomplished only if resources of 
equivalent value have been “produced” to replace the depleted mineral 
resources. The net income from the mine is income over and above this 
replacement allowance. 

This analysis suggests a con-venient simplified classification of material 
agents into four types, which are approximated in various degrees by any 
given concrete case: (1) First, “reproducible-destructible” agents are 
physical agents of production that can be duplicated by productive 
activity of other agents, and that wear out or get used up* Machines 
of all kinds are an example. A part of the revenue from such agents is 
merely replacement of the value of the resources as they are used up; 
these replacement funds may be invested in production to “reproduce” 
the depleted agents, or they may be shifted into producing something else 
instead. Net income from such agents is the excess of revenue yield o-ver 
such replacement allowance. (2) Second, “nonreproducible-dertructible” 
agents are physical agents of production that, like mines or oil wells, are 
used ‘ip but cannot be duplicated by economic acti-vity. A part of the 
income of sueh productive agents is again merely replacement of the value 
of the resources as they are used up; net income is the excess of revenues 
received over such replacement allowance. These replacement funds are 
necessarily used in production of other kinds of resources.® (3) Third, 
“reproducible-indestnictible” agents {ire agents that can be dupiieeited l)y 


* Unless they a*e withdrawn for consumption uses. 
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productive activity of other agents, but that are not depleted or used up. 
In some cases this is approximated by urban land that can be duplicated 
by the creation of filled-in land (the filled-in section of the Charles River 
in Boston is a notable example) but that does not wear out once it has 
come into existence. Since it does not wear out, such an agent yields 
a revenue which is in its entirety a “net’’ income. (4) Fourth, “non- 
reproducible-indestructible” agents are agents that cannot be duplicated 
by the productive activity of other agents, and that do not wear out or 
get used up. This category is again most nearly approximated by urban 
land, but by urban land in interior areas where there are no possibilities 
of increasing the quantity by creating new filled-in areas. The entire 
income of such a productive agent (assuming no taxes) is again a “net 
income.” 

“Rent" and “interest" in purely competitive general equilibrium 

“Rent” as the term is used in ordinary conversation means the gross 
revenue received for the services of a fairly durable agent of production 
that is used by someone other than the owner. But the gross revenue 
obtainable from the agent is the same whether it is hired or owned by the 
user. In economics, therefore, one of the meanings sometimes attached 
to the term “rent” is the gross revenue received per unit of the agent, 
whether the owner hires it out or uses it himself. Under purely com- 
petitive conditions this rent would equal the sale value of the marginal 
product of units of this agent in each of its employments.® 

If an agent were completely indestructible, this rent would be a “net” 
income. Butdf the agent wears out with use, the gross revenue yielded 
over any given period of time would be greater than the “net” income. 
It is therefore important to distinguish between what may be termed the 
“gross rent” yielded by a material productive agent, and the “net rent” 
remaining after the deductions for replacement of depleted value. The 
more quickly an agent is used up, the greater the proportion of gross rent 
that represents replacement only, and hence the smaller the proportion 
that will be net rent from the services of the agent. 

In a hypothetical economy assumed to be in general purely competitive 
equilibrium, all productive agents would be employed where their returns 
were at a maximum. Investments everywhere, in all industries, would be 
earning the same rate of return — otherwise there would be shifts of invest- 
ment from less to more lucrative channels. What would be the relation 
between “rent” and “interest” under these circumstances? 

Investors in productive resources that are approximately nonrepro- 
ducible and indestructible receive a revenue from those resources that is 
in its entirety a net return on the investment. Let us say that on $1,000 
invested in a piece of urban land there is a return of $50 per year. 
If there, is general pmely competitive equilibrium, all other resources 
valued at $1,000 would also bring in rents that net $50 a year after 


* See Part HI. 
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allowance for replacement. That is, net rents everjrwhere must be $50 a 
year on property worth $1,000. If a nonreproducible fesource that had 
sold at $1,000 had yielded an annual net rent over $^, investors would 
have competed to buy that resource and its price would have been bid up. 
If it was reproducible, more of it would have been produced until a unit 
earned an annual net rent of onjy 6 per cent on the investment involved 
in its production ($60 on every $1,000 invested) . If a resource that had 
sold at $1,000 had yielded a net rent under $50, investors would have 
turned to other things. Suppose for example this net rent were $40. 
Either the price of the resource would have fallen to $800, so that it would 
earn an annual return of 5 per cent; or, if it was a destructible resource, 
it would not have been replaced as it wore out and as a result the gross 
rent per unit remaining would have risen until it provided a 6 per cent 
return on replacement value.* 

Thus annual “net tents" detived from all hinds of productive agents 
would/ under conditions of general equilibrium/ he in the same proportion 
to the sale value of the agents. The ratio of annual net rent to the sum 
invested would be just what would be paid as a rate of interest for the 
use of loanable funds with which such resources might be purchased. 

The income that an investor in material agents received could be termed 
either *^net rent” or *4nterest,” since through the processes of equilibrium 
adjustments they would tend to become equal. For resources that were 
destructible this figure would be less than the gross rent received from 
the agent in any given period of time; it would be the net income after 
deducting depreciation allowance from gross rent. 

"Wages" and "interest" in purely competitive general equilibrium 

It is now time to ask what connection, if any, exists between wages and 
interest. The answer to this question hinges on the fact that a period of 
time elapses between investment in labor services and the obtaining of 
the revenue from the added product resulting. Suppose, for example, that 
a period of one year elapses between the payment of wages anc^the receipt 
of income from the sale of the product added. Those in possession of 
loanable funds will compare the advantages of using these funds to hire 
more^ laborers or more physical productive agents. If $1,000 invested 
now in an urban land site will bring back its original sale value at the 
end of a year plus $50 net income, then investment in the hiring of labor 
services will seem worth while only if $1,000 spent on pay roll now will 
bring back at the end of the year $1,000 replacement of the investment 
plus at least $50 net income. By putting his money into these labor 
services, the investor is foregoing a $50 net return that he could otherwise 
obtain elsewhere. The addition to cost resulting from the additional 
labor services is in fact not only the $1,000 of pay roll, but in addition the 
$50 interest for the use of loanable funds for one year. 

.*This increase in the yield per unit of the agent would of course be due to 
dimini s h ed outputs' amd hence higher prices of the products turned out by the 
dimini s h ed quantity of the resource remaining. . . 
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la previoua chi^sterB it was concluded that if an economy' were in, purely 
oomp^tiYe gen^ad equilibrium^ each work® would be receiving for bis 
services a sum equal to the sale value of the marginal product that he 
contributes. This riiatement must now be modified. He will be receiving 
as wages a sum equal to the sale value of the marginal product resulting 
from hiring him minus interest on that, sum for the period of time be- 
tween paying his wage and recouping the resulting revenues. Although 
interest received from such investments appears to be deducted from the 
sale value of the marginal product contributed by the worker, it is 
nevertheless classified with other sources of interest as “property^' income. 
The interest payments are received by individuals in possession of prop- 
erty in the form of claims on returns for the use of loanable funds; they 
are not received as payments for the labor services of the recipients. 

The rote of interest and the allocation of resources 

The principal conclusions of the preceding sections, as they throw light 
on the rate of interest, may be summarised in one brief sentence. In 
an economy characterized by pure competition throughout, adjustments 
would lead to the same rate of return on all investments. This rate of 
return is the equilibrium rate of interest.® There would be no advantage 
to anyone in changing. 

Preceding discussions serve to point up the significance of interest rates 
in their influence on resource allocation. When net income is stated as a 
prf^rtionate return on investment, comparisons between different invest- 
ment opportunities are facilitated; and since investments can take so 
many thousands of different forms, it is only through such comparisons 
of rates of return that informed decisions can be made. Would it be 
better to make several investments of $100,000 each in establishments 
making woolen goods out of raw wool, spindles, looms, and mill labor, or 
te put ^^00,000 into a factory to produce washing machines? The net 
income in one of the woolen factories might be much less than that in the 
^shing-machine factory and yet it might be a more profitable investment 
if the net return per dollar of costs is greater. On the other hand, it may 
be that though it takes more money to establish and operate an efficient 
washing-machine factory the net retiua per dollar of costs is greater there 
than, in the wool business. The decision to invest in one or the other will 
depend not on a direct comparison of costs, or even of net income ; it will 
depend on the net returns per dollar expended in one line or the other. 

A decision to invest in wool production rather than the manufacture of 
washing machines means that funds to purchase the services of productive 
resources will flow through firms in the woolen industry, and resources will 
tend to be channeled into that industry rather than into the production of 

» The literature of ewmonuee is rife with refined and intricate disputes over the 
exact nature of factors determining the level of the rate of interest. Most of these 
aiguments turn on the kind of ecoiwmy that is hypotheticated for the purposes of 
the espernent in logic. There is no need to go into this maze ^ ehibonte amt* 
yns hen; indeed to do so would be futile. 
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■washing machines. Steel •will be Used to produce looms and sirindlea 
instead of machinery to manufacture washing machines. Men will be 
employed as wea'Vers and spinners instead of inspectors or workers on the 
assembly lines in the washing-machine factories. When the rate of return 
on investment in the woolen industry is greater than the rate of return on 
investment in making washing machines, this must mean (assuming a 
purely competitive economy) that consumers are willing to pay more 
for the product of $100 worth of resources used in making woolen goods 
than they would pay per $100 worth of resources used to make washing 
machines. By comparing rates of return in different investment oppor- 
tunities, and by choosing those in which anticipated returns are highest^ 
businessmen are thus responding to consumer preferences as to how 
resources should be allocated. 


"Pure Profits'^ 

Profits are the excess (if there is any) of the gross revenues of a 
firm over costs in any given time period. If revenues are less than 
costs, profits are negative — ^usually designated as “losses.” These “costs” 
include the promised or anticipated incomes that were necessary to attract 
into the firm those quantities of various physical productive agents 
employed, plus the “going rate of interest” on invested funds. They 
include all “opportunity costs” whether explicit or implicit. Since profits 
are merely any excess over these costs, they are a “residual” income — 
what is “left over.” 

A positive residual income above opportunity costs may arise under 
either or both of two principal kinds of situations: (1) In the dynamic 
changes of economic life there may be unanticipated developments that 
bring excess returns to firms fortunately placed until there has been time 
for firms and resources to shift in response to these profit opportunities 
and thus to eliminate them. (2) Entrepreneurs in a particular industry 
may have been able to establish themselves in a position th^t excludes 
newcomers, enabling the insiders to obtain profits through restrictions oa 
IMToduction. Profits of the second type would not appear where there was 
freedom of entry to an industry; they are not the subject under discussion 
in this section. It is profits of the first type only that are designated as 
“pure profits.” 

The "profit motive" ond elimination of "pure 
profits" in long-run Adjustments 

The American economy is often, described as a “private-profit econ- 
omy.” Actually,, as previous analysis has shown, pure profits tend to be 
eliminated in the long run wherever there is freedom for new firms to «iter 
the field. When new firms enter a purely competitive industry in response 
to profit opportunities, the result is the lowering of the price of the pcoduet 
and the raising of the prices of productive services un^ profits are wilted 
out. When firms enter in hitherto oligopoly or oligopsony gituations, 
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profits again tend to be eliminated, this time not only through price eftects 
in selling and buying, but also through a dividing of production into 
smaller and smaller parcels so that each firm is operating at a less and 
less efficient level. If profits tend to be eliminated where there is freedom 
of entry, is it then meaningfvd to characterize the economy as a “private- 
profit system”? 

The answer is most assuredly, yes, even when profits are defined 
narrowly as pure profits only. Anticipated profits and losses are moti- 
vating forces that bring about readjustments in the allocation of re- 
sources to different industries. Anticipated profits attract new firms and 
resources into an industry ; anticipated losses lead old firms and resources 
to be withdrawn instead of replaced. By this very process pure profits 
and losses tend to be eliminated. But in the dynamic environment of the 
real world they continuously crop up again, exerting new pressures to shift 
productive agents and their services from old to new uses. They arise not 
merely because there is change, but because (1) change and the results of 
change are in considerable part unpredictable and cannot be accurately 
anticipated in the plans of entrepreneurs, and (2) productive services 
cannot be immediately shifted from one use to another — because such 
shifting takes time. 

The major kinds of changes giving rise to such profits and losses may be 
classified as follows: 

1. Widespread fluctuations in general business activity 

2. Changes in demand for one product relative to others 

3. Changes in the supplies of productive services to an industry 

4. Innovations 

The effects of each of these kinds of change is considered briefly in the 
following paragraphs. 

Widespread fluctuations in general business activity 

Most spectacular and very important are the widespread fluctuations 
in general business activity from “prosperity” to “depression” and back 
again. During periods of prosperity widespread profits arise, largely 
from forces outside the direct control of the individual entrepreneur. 
During periods of depression widespread losses occur in a similar manner. 
The phenomenon is in considerable part one of differential price level 
changes, since typically selling prices have risen faster than costs when 
prices are moving up, and have fallen faster than costs when prices are 
moving down. To the extent that prices of productive services are not 
bid up rapidly enough to keep in line with rising product prices, pure 
profits result. X® fbe extent that prices of productive services fail to 
drop in line with fallirig product prices, negative profits (losses) occur. 

General business fluctuations and price level changes are perhaps the 
most important types of change giving rise to pure profits and losses, since 
they are so widesptoad in their simultanePus effects. Further analysis 
of this ^tuation will be undertaken in later chapters. 
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Changes in demand for one product relative to others 

The demand for a product is seldom stable for long. Consumers spend 
more of their incomes now on one thing, now on another. Entrepreneurs 
are constantly faced with the problem of predicting what the future 
demands for various products will be; and this task of predicting is 
especially important since so much production is round-about and hence 
necessarily for a future market. When entrepreneurs fail to anticipate 
shifts in demand with suflScient accuracy, they may fail to enter in suffi- 
cient numbers into the production of goods the demands for which turn 
out to be great, and they may find that there is a relative excess of 
production of the goods the demands for which have dropped off. There 
will be a lag in adjustment to the change, with associated profits or losses 
during the interval of adjustment. That is, errors of anticipation com- 
bined with immobility of productive agents into (or out of) an industry 
will result in temporary “pure profits” (or losses) . If the demand for a 
particular product increases more than most entrepreneurs expect, profits 
will occur until there is time for more firms to move in and get established 
with plant and equipment in operation. If demand falls below expec- 
tations, losses will occur until there is time for some firms, with the 
resources that they employ, to move out of the industry. These facts 
keep entrepreneurs trying to outdo each other in anticipating correctly 
the changing needs of society. 

Changes in supplies of productive services to an industry 

Changes in the supplies of particular productive services to an industry 
may reflect changes in the offerings of that kind of productive service 
throughout the economy. For example, new rich mineral deposits may 
have been discovered, increasing the supply of copper; or perhaps there 
has been a great immigration of common labor; perhaps previous sources 
of supply of a raw material, say rubber, have been cut off and supply has 
decreased. The supply of a productive service to a particular industry 
might also change owing to an increase or ‘decrease in the bidding for this 
service by entrepreneurs in other industries; if it is wanted more than 
before in other industries, its supply to this industry will of course 
decrease, and vice versa. Other things being equal, an increase in the 
supply of a productive service to an industry will make it available to 
entrepreneurs in that industry at lower costs than previously, and a 
decrease in the supply to an industry will have the opposite effect. 

The profit or loss effects of changes in the supply of a productive service 
to an industry will depend on whether the service on the one hand is re- 
purchased or rehired at frequent intervals so that it is relatively variable, 
or on the other hand, is a relatively fixed agent replaced only at infrequent 
intervals. In almost every enterprise there are some costs, as in the 
purchase of machines, that are incurred only at infrequent intervals and 
that are expected to bring back revenues over fairly extended timie periods 
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Increases in the supplies of such productive services offer advantages in 
costs only to those enterprises in a position to make new piuxshases of the 
agents involved. For this reason the analysis of the profit and loss effects 
of changes in supplies of productive services to an industry is necessarily 
more complex than is the analysis of the profit and loss effects of changing 
demands; and for this reason analysis here will be simplified by assuming 
pure competition. Removal of this assumption of pure competition would 
not alter conclusions in any essential respects so long as the assumption 
of freedom of entry, basic to this entire discussion of pure profits, was 
retained. 

Let us suppose .first that the supply of a relatively fixed agent, say a 
certain kind of machine, were to increase. New firms could make profits 
purchasing this machine under the new, more favorable circumstances, 
paying lower prices for it. As these new firms appeared, the price of the 
product of the industry would fall. The older firms would no longer cover 
their original costs, which included a higher price for the machine. Such 
firms would, however, replace old agents as contracts expired, paying the 
new lower rates for the replacements. During the interval of adjustment 
the old firms would have been operating at a loss, though profits were 
temporarily available to the new firms first appearing in the industry. 
If, instead of falling, the price of the machines had risen, old firms would 
not have suffered losses on their original investments; but when it came 
time for replacements some of them would probably have withdrawn from 
the industry. 

Now let us suppose that there has been a change in the price of the 
services of a variable agent, say mill labor, instead of in the prices of the 
relatively fixed agents. What of the position of the established firm? 
Investments in relatively fixed agents such as looms must be based on 
expectations of prices of the other productive services that will be used in 
combination with the fixed agents. If after services of relatively fixed 
agents have been contracted for on the assumption of certain expected 
variable cos^ (such as wage rates), the variable costs change, this will 
mean too many or too few fixed resources in the firm and the industry. 
For example, if wages should rise in such a case (perhaps because of 
increased demand for this labor in another industry, or for some other 
unanticipated cause) too many entrepreneurs would have made invest- 
ments in fixed agents in this industry. They would incur losses. When 
it came time for replacement of fixed agents some firms would withdraw 
until those remaining were able to cover their costs. If wages had 
dropped, on the other hand, profits would have appeared until such time 
as more firms could become established in the industry. 

Innovations 

The results of the introduction of new products or new productive 
methods are never completely predictable, and are often almost com- 
{^ely unpredictable. Naturally the entrepreneur who introduces such 
“imtovations’' anticipates that they will “pay” or he would not undertake 
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tbe change; but whether his expectation will be more or less than fulfilled 
he cannot accurately predict. It may be that either profits or losses may 
result from his innovation. 

If an entrepreneur is fortunate with hie new product or productive 
method, profits of innovation will appear and they will attract newcomers 
to tlie field unless entry is in some way restricted. Profits of innovation, 
like profits arising from unanticipated demand and cost changes, tend to 
be ‘eliminated (unless entry is restricted) by the movement of resources 
into profitable areas. After a successful innovation, firms already com- 
mitted to older productive methods or to products replaced by the inno- 
vation are likely to find themselves with losses until they may also adopt 
the innovation. For them the innovation has caused unpredictable 
changes in demand or in costs or in both. 

"Risk” versus "uncertainty" 

In discussing the importance of dynamic change in leading to pure profits 
and losses, much emphasis has properly been placed on the unpredicta- 
bility of such changes as the crucial factor, coupled with lagging adjust- 
ment to changes. Some unpredictable events do not, however, give rise 
to profits and losses, even when adjustments are lagging. An individual 
entrepreneur cannot predict accurately whether his building will bum 
down within the next year, or whether his cash-box may be robbed, or 
whether hail will ruin his crops. Yet such individually unpredictable 
happenings need not lead to profits or losses, since the individual risk 
involved may be avoided merely by taking out insurance. The insurance 
premium is then a regular cost. The characteristic of “insurable risks” 
tliat makes them “insurable” is the possibility of predicting the average 
losses (as from fire, burglary, and so on) when many mdividuals are 
involved. The insurance company collects enough from all clients to pay 
the losses of the few. By covering a large number of cases, the cost 
becomes predictable to the insurance company, and the individual is able 
to convert his unpredictable risks into entirely predictable cq^ts. 

When risks are thus insured they do not give rise to pure profits or 
losses. It is the many uninsurable risks associated with dynamic change 
that are the ones that lead directly to pure profits and losses. These are 
often distinguished from insurable risks in economic terminology by 
calling them “uncertainties.” 

It is frequently argued that pure profits are not a “functional” share 
in distribution since they are not a necessary payment for the performance 
of a function in production. But the possibility of obtaining profits is 
in fact necessary in order to persuade people to perform an important 
function. Someone must take the chances associated with the uncer- 
tainties of economic life, and all of us perforce take some of these chance, 
The ^ntrepreneur-owner of an enterprise, however, occupies a special role 
among investors. He takes the first chance of loss and he also has the 
right to profits. These profits and losses may just neutralize each other 
taking all firms together, so that profits may average zero. But the 
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pOBsilnlity of gain nevertheless remains a necessary basis to attract men 
into investments where possibilities of loss are also great. 

Monopolistic and Monopsonistic Elements in the 
Distribution of Incomes 

In many important respects monopolistic and monopsonistic market 
situations affect the distribution of personal incomes. Most of these 
factors have been taken into account in analyses in earlier chapters, and 
others can be discussed in detail only after an examination of the money 
and banking system and general business fluctuations. Despite their 
great importance, they will therefore be considered only briefly here. 

The wages of labor 

1. Where labor groups form monopolistic organizations that exclude 
outsiders, the members may gain for themselves wage incomes greater 
than would otherwise be available to them. This is true whatever the 
position of entrepreneurs buying their labor services, provided the exclu- 
sions on entry to the occupation are really effective. The organized 
workers usually gain these higher incomes at the expense of other groups, 
especially of laborers who are excluded and of consumers of the ultimate 
product. 

2. Where labor is sold purely competitively to entrepreneurs who are 
monopsonistic in buying, wages are likely to be depressed below the level 
they would otherwise reach. To a large extent such depression of wages 
probably diverts income from the workers to exclusive entrepreneur- 
owners in the form of profits associated with restrictions on entry. 

3. Where monopolistic labor groups bargain with monopsonistic em- 
ployer groups, the resulting wage level is probably determined largely by 
the degree of strength of those on each side of the bargain. That strength 
will depend, for example, on the attitudes of the general public and the 
relative political power of the labor and employer groups. It will also 
depend on the “staying power” of each in case of strike, that is, on how 
serious losses to the employer are, how great his financial resources are, 
and on how large the trade-union’s “war chest” is. No general conclusion 
as to how results of such bargaining would compare with a purely com- 
petitive labor market can be reached; but frequently in such cases both 
entrepreneurs and laborers are able to hold up their incomes by excluding 
competitors from their particular spheres of activity. 

Rates of interest 

In presenting a theory of interest, it was assumed that the economy was 
m a position of purely competitive general equilibrium, and that interest 
rates were determined in such a free market. This analysis was of course 
very much oversimplified. Two of the most important omissions of the 
purely competitive analysis were these: 

1. The quantity of loanable funds appearing in investment; markets 
depends not only on the incomes of, individuals and businesses and their 
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decisions to save and invest, but also on money and credit which is 
“manufactured” or “created” by the banks. This peculiar characteristic 
of the offerings of loanable funds is not in itself a monopolistic feature of 
the determination of interest rates; but it does help lay the basis for 
what are essentially centrally managed rather than purely competitively 
determined interest rate charges. This introduces a technical problem 
that will be explored in some detail in Chapter 39. 

2. Where entrepreneurs in a particular industry are able to exclude 
outsiders they may block the tendency toward equalization of returns on 
investments in different sectors of economic activity. This is somewhat 
analogous to the differential returns to laborers of comparable skills 
according to whether they are inside or outside a monopolized occupation. 
Wherever the return on investment funds is greater than that which would 
be available in alternative opportunities in free investment areas, the 
excess is a kind of profit. The very concept of interest as a production 
cost rests on the concept of opportunity costs reflecting investment oppor- 
tunities in free investment markets. 

Profits of exclusive position 

Pure profits resulting from unanticipated change with lap in adjust- 
ment may arise in any type of market situation. Such profits are in their 
very nature a temporary phenomenon. In addition to such “residual” 
incomes resulting from economic uncertainties, there is another factor 
which may give rise to profits. Wherever there are restrictions on the 
free entry of firms into a particular industry or production area, insiders 
may obtain over long periods returns in excess of production costs. These 
profits are not eliminated, because actions in response to such profits are 
blocked by exclusions of new firms and new investments. There are many 
terms by which economists distinguish profits gained through practices 
of exclusion; here they will be called “profits of exclusive position.” The 
phrase is long and somewhat awkward; but it does describe the situation. 

Firms in monopolistic positions maintain their controls O'sjpr prices by 
excluding new enterprises from competing with them in the sale of a 
product. Firms in monopsonistic positions maintain these positions by 
similarly excluding new enterprises from competing with them in the 
purchase of a productive service. The “profits, of exclusive position” that 
arise as a result of such practices mean returns to investors here that are 
greater than returns available in free market areas. Such returns remain 
high both because costs are not bid up to wipe out profits and because 
selling opportunities of the insiders are not cut by the force of new 
competition. 

Some of the techniques oi restriction of entry have been described in 
earlier chapters. A clearer understanding of the nature of profits of 
exclusive position may be attained by taking one or two of these- tech- 
niques as examples and studying their effects. 

First to suggest itself is the maintenance of an exclusion position 
through the control of a patent or a family of patents that mre basic in. 
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the prodaction of a good. Many examples of such controls were cited in 
C3iapter 26. The recent control of all important radio patents by a small 
group of dominant firms provides a clear-cut example. Through their 
joint ownership of patents, the dominant radio pro^cers were able to 
maintaia exclusive control over the production of radios and to hold up 
price by limiting production. There was nothing in this situation that 
would lead to a soaking up of the resulting profits; new firms could not 
enter to compete in selling, and there was no reason why the prices of 
productive services purchased by the exclusive group of firms should be 
bid up. A patent is of course worth to the firm or group of firms the 
profits of exclusive position that it makes possible; and for this reason 
such profits are sometimes called a “monopoly rent,” a return arising from 
possession of the instrument by which the profits are made possible. 

Another technique by which a monopolistic position may be maintained 
is the exclusive ownership of a crucial raw material, as exemplified by the 
Aluminum Company of America. As sole owner of the bauxite deposits 
that are the raw material of aluminum production, this coiporation was 
able to obtain and to maintain an exclusive position in the production of 
aluminum ingots, and to hold up the price of aluminum. New firms could 
not enter the industry and compete in the sale of the product and thus 
cut dowm on sales revenues of the Aluminum Company. Moreover, there 
was no free market in which the prices of the bauxite could be determined. 
The cost of the bauxite deposits to the Aluminum Company was the initial 
purchase price; no repricing through competitive bidding was permitted to 
occur. The excess of returns that can be obtained by the corporation 
because of its exclusive control over the bauxite deposits is a measure of 
the worth of the deposits to the corporation; but this is more than the 
opportunity cost of attracting the bauxite into the firm. Insofar as the 
profits of the Aluminum Company of America are made possible by its 
control over the bauxite deposits, these profits might again be regarded 
as a “monopoly rent” of the instrument by which the exclusive position 
and the profy^s associated therewith are made possible. 

Frequently monopolistic and monopsonistic positions are maintained 
through a combination of techniques and manipulative devices that cannot 
be so easily isolated as patents or ownership of crucial raw materials. 
But in such eases also there is a restriction on the entry of firms and on 
iii© flow of investments into the industry or production area; and these 
restrictions prevent the cutting down of sales opportunities of the original 
firms, and the bidding up of their costs. Such profits might also be 
regarded as a kind of “rent” of an exclusive position, though the instru- 
ment providing the profit possibilities is less clearly defined. 

In tois (tiscussion it is apparent that “pure profits” and “profits of 
exclurive position” are very different kinds of things. Pure profits are 
temporary, and arise out of dynamic changes that are not fully antici- 
pated and to which adjustments take time. Profits of exclusive position 
are returns in excess of costs that are made possible by the use of 
ulstmiiaeids or techniques that prevent the emtry of competing firms or 
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investments; these profits may be maintained continuously over long 
periods of time. 

Sources of Personal Money Incomes in the United States 

Comparison of statistics of income sources with 
income concepts in economic analysis 

In order intelligently to interpret statistics of income it is necessary to 
understand how they are related to the analytical framework that has 
been presented in preceding pages. A brief comparison between com- 
monly used statistical categories and the concepts of economic analysis 
will therefore be undertaken here. 

Statistics of income sources frequently separate them into five majojr 
classifications: (1) wages and salaries, (2) entrepreneurial withdrawals, 
(3) dividends, <4) interest, and (5) rents and royalties. The first of 
these is almost entirely income from labor.® The others require more 
detailed comment. 

Entrepreneurial withdrawals are the net incomes of entrepreneurs; and 
these incomes are in large part essentially “entrepreneurial wages” ; hence 
they also represent labor incomes. A minor part of entrepreneurial 
withdrawals is returns on the investments of entrepreneurs in a business, 
made up of “economic interest,” “pure profits,” and “profits of exclusive 
position.” 

Dividends and interest are separated in these statistics of income 
sources, including under “interest” only payments of amounts agreed 
upon in contracts between debtors and creditors. The amoimt of interest 
stated in a contract is the maximum amount that the lender may receive. 

On the average, investors receive back something less than this contract 
interest. Interest payments are sometimes in default and when bonds or 
mortgages fall due they are not always paid back in full. Consequently, 
contract rates must permit at the maximum some return over the oppor- 
tunity cost that would be involved in attracting funds into ^investments 
where there was no chance of default. Included in contract interest, and 
hence in statistics of income appearing as ^‘interest,” is therefore an ele- 
ment of “pure profits,” a payment for lending funds in the face of economic 
uncertainties. Only in the case of investments that are practically risk- 
less, as government bonds, can contract interest be reasonably regarded 
as identical with “economic interest.” Otherwise investors receiving the 
full amount of contract interest are in fact getting a return that is in part 
pure profit. Investors receiving much less than the interest payments 
contracted for may be getting back less than “economic interest”; but if 
they are receiving only a little less than the contractual obligation they 
may be getting full economic interest. 

® When corporations are dosely held by a email group of people, salaries to own- 
ers and famHy members employed are frequently adjusted according to the for- 
tunes of the business. Such salaries therefore frequently include an element of 
positive profits, lliey may also oceasaonally be cut to absorb losses. 
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“Dividends” are the payments received by th« owners of stocks in 
corporations. That part of dividend payments the anticipation of which 
would be necessary to attract investment funds in the absence of uncer- 
tainty is economic interest. These are implicit , production costs. If 
there is a positive residual it may be partly “pure profits,” partly “profits 
of exclusive position.” The possibility of obtaining positive pure profits 
is a necessary incentive to attract investment funds where there is eco- 
nomic uncertainty; and such positive profits tend to be balanced in the 
long run by the negative profits (losses) of those whose dividend receipts 
were insufficient to cover “economic interest.” Profits of exclusive posi- 
tion, which are also included in dividend payments, cannot be separated 
statistically from interest and pure profits though they are very different 
in the nature of the factors that cause them to appear. 

' “Rents” as recorded in statistical reports are incomes paid to owners 
of physical property by those using it. Examples would be rental of 
lU'ban houses by consumers, rental of farms by farm tenants, rental of 
store buildings by retailers.^ These figures are for “net” rental incomes; 
deductions for replacement of property depreciation have been made. 
Such deductions would, for example, cover replacement pf housing as it 
depreciates, of soil fertility, and so on. The remaining net income from 
rentals is then a composite of different types of income sources as defined 
in economic analysis. It includes interest received on investments in the 
property offered for hire; it includes in part pure profits accruing to 
fortunate original investors in these rental properties where unanticipated 
changes have worked in their favor; it includes in some instances profits 
of exclusive position, illustrated by the operations of monopolistic “real 
estate rings” in some urban communities. 

“Royalties” are payments of miscellaneous sorts — statistical data on 
royalties are usually confined to royalties paid for the privilege of extract- 
ing natural resources from the ground (as in the operation of a gravel pit 
or a copper mine) .* In many respects royalties are similar to rents as 
income sources. They are also net incomes after deductions for depreci- 
ation. Such deductions might be depreciation allowances covering deple- 
tion of mineral resources.® The remaining net income from royalties is 
then, like net rents, a composite of economic interest and economic profits. 
Such income represents- in part economic interest on investment in the 
quarry or in the copper mine. It represents in part pure profits arising 
from economic uncertainties that happen to have developed favorably to 
the investor in the quarry or in the mine. And it represents in part profits 
of exclusive position, these profits arising because of the possibility of 
excluding entry of new firms and new investment. 


7 Estimates of the rental value of owner-occupied houses are commonly included 
in income estimates, thoi^h only rents are included in the data presented hers. 

■Royalties are also paid-for rights to exploitation of patents and other exclusive 
legally protected privileges, 

■Or allowances covering the costs incinred in research directed to the develop> 
aiieat of patented technological innovations. 



THE.SDURGES OP PERSONAL MONEY INCO^MES 5S7 


Principal sources of income in the United States ' 

Data on sources of personal incomes in the Uhited States in the 
years 1919 to 1937 are given in Table 36 — 1 and presented graphically 

TABLE 36—1 * 


Amount and Pbopokcion op National Income Paid Out, 191&-1937 
(In millions of dollars) 


Years 

Wages and 
salaries t 

Entre- 
preneurial 
wUhdrawals t 

Dividends 

j Interest 

Rents, royalties 
and balance of 
international 

fhAyments 

Orand 

Total 

1919 

$36,145 

$11,958 

$2495 

I $2,925 

$2,455 

156^78 

1920 

42,667 

13338 

3,215 

3,279 

2,767 

65,760 

1921 

34,423 

10368 

2,932 

3,419 

2,246 

63,279 

1922 

36,659 

10324 

3,006 

3,535 

3,497 

56,021 

1923 

42,255 

11,165 

3,823 

3,772 

3,651 

64,666 

1924 

42,494 

113S6 

3,762 

3,997 

3,917 

65,626 

1925 

44,494 

11,648 

4,362 

4449 

3,920 

68,672 

1926 

46,985 

11304 

4,736 

4,410 

3,655 

71,690 

1927 

47;204 

11,781 

5,036 

4,678 

.3,47r 

72,170 

1928 

48,717 

11,9«> 

5,362 

4,976 

8,591 

74,686 

1929 

51,509 

12396 

5,978 

5402 

‘3,569 

78,554 

1930 

47461 

11381 

5.801 

5,393 

2,965 

73,291 

1931 

40,188 

9348 

4,335 

5,295 

2,366 

62,032 

1932 

31403 

6387 

2,745 

5,019 

1,811 

49,025 

1933 

29,596 

7314 

2,209 

4,710 

1,587 

45,316 

i934 

34,051 

8,021 

2,793 

4,862 

1,783 

51,510 

1935 

36,679 

8,729 

3,038 

4,725 

1,966 

65,137 

1936 

41,906 

9,666 

4,284 

4,652 

2,179 

62,586 

1937 

46,728 

10,441 

' 5,010 

4,656 

2,496 

69,331 

1919 

64.1 

PERCENTAGE DISTRIBUTION 

21,2 5.1 52 

4.4 

100.0 

1920 

65.0 

21.0 

4.9 

5.0 

4.1 

IQOD 

1921 

64.6 

19.3 

5.5 

6.4 

42 

100.0 

1922 

64.4 

18.0 

5.3 

62 

6.1 

100.0 

1923 

65.4 

17.3 

5.9 

5.8 

5.6 , 

100.0 

1924 

64.9 

17.3 

5.7 

6.1 

6.0 

100.0 

1925 

64.7 

17.0 

6.4 

, 62 

5.7 

100.0 

1926 

65.6 

16.5 

6.6 

62 

5.1 

100.0 

1927 

65.4 

16.3 

7.0 

6.5 

4.8 

100.0 

1928 

65.3 

16.0 

72 

6.7 

4B 

100.0 

1929 

65.6 

15.7 

7.6 

6.6 

45 

100.0 

1930 

64.9 

15.8 

7.9 

7.4 

4.0 

100.0 

1931 

64.8 

15.9 

7.0 

8.5 

3B 

100.0 

1932 

64.4 

16.1 

5.6 

102 

3.7 

IOOjO 

1933 

65,3 

15.9 

4.9 

10.4 

3.5 

100.0 

1934 

66.1 

15.6 

5.4 

9.4 

3.6 

100.0 

1935 

66.5 

15.8 

5.5 

8.6 

3.6 

100.0 

1936 

67.0 

15.3 

64 

7.4 

3.5 

100.0 

1937 

67.4 

15.1 

7.2 

6.7 

3.6 

100.0 


• Source: Structure of the American Economy (National Resources Con\.)f 
TabI® Xlll, p, 880. Original Source; 101^28, National Bureau of Economic .»l>warcll ; 
1929-37, Dept, of Commerce, Bureau of Forel^ and Domestic Commerce. Na ^fprtl Bureau 
figures spliced onto Commerce figures upon oasis of 1929 ratio, . ^ i .4 • 

t Includes work relief wagw, employers* contribution to social security,, and otner latoo? 

t National Bureau estimates adjusted segregate entepreneurial withdrawal froaj 
salaries and wages in 'service and miscellaneous Industries on basis of average ratio OC 
those Items to total income. 1930-^ In Commerce estimates. 
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in Figures 36 — 2 and 36-^. Data listed separately in the table as 
“ii^teffsL” “dividends,” and “rents, royalties, etc.,” are combined in the 
eharts updsr the general heading of “property income.” Figure 36 — 2 
B^ows the actual income derived over these years from wages and salaries, 
based on the same data but instead of giving the actual income figures it 
shows the percentage of total income from each general source over the 
period. 



i^ao rasa loas' 


. Fig. 36 — 2. Amount of notional in- 
come paid out (in billions), 1919- 
1937.* 


* Reproduced from 
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Fig. 36—3. Proportionate distribu- 
tion of national income poid out, 1919“- 
1937.* 


The Structure of the American Economy, p. 83. 


Three facts stand out: (1) Most people receive their incomes primarily 
froni wages or salaries, and this category has consistently accounted for 
almost two thirds of total national income; (2 ) there are extreme fluctu- 
atitins in national income over even brief time periods, as is shown vividly 
in Figure 36 — 2 -, (3) there is a remarkable stability in relative shares of 
national income in each broad category; but here the charts hide some 
impc'rtant differences. They fail to show that wages of common labor 
fluctuate much more violently than do salaries. And they show less 
variation in property income than in fact occurred, because corporations 
continue to pay dividends out of reserves in bad years while they pile up 
reserves in good years. 

“Capital gains and losses" 

An individual’s net income is what he receives over and above mainte- 
nance of his “capital.” This fact has already been discussed in con- 
nection with the defining of “net. rent” in previous sections of this chapter, 
Xny income over and above that necessary to replace the value of de- 
preciatii^ capital is a net income. This is a relatively simple concept 
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in the abstract; but it is not so easily arrived at in conorefte aitat^ti<^ns 
as in analjrtical abstractions. The income accruing to an individual in 
a particular year may not be fully apparent ; gains may be in part hidden 
in appreciated value of investments, and losses may be hidden in depre- 
ciated value not fully accounted for. This becomes a serious practical 
problem, for example, in estimating the base of an individual’s personal 
income tax. 

“Capital gains” may be roughly defined as increases in the sale value 
of a piece of property, whether this property takes the form of a direct 
claim on the ownership of particular real estate or other physical equip- 
ment, or a more generalized claim on the assets (hence income) of a 
corporation as evidenced in the ownership of stocks and bonds. Analo- 
gously, “capital losses” may be roughly defined as decreases in the sale 
value of a piece of property. Instead of estimates of these gains or losses 
being made year by year, they are commonly recorded as additions t© 
or deductions from taxable income only at times of sale of property. 
They are of course not gains or losses of the particular year in which the 
sale takes place but rather of the entire interval between original pur- 
chase and present sale, and this is taken into account in income taxes. 
The gain or loss between purchase and sale is designated as “realized’* 
capital gain, or loss. There are many refined technicalities concerning 
how such income should be reported for income tax purposes, but these 
are merely attempts to dpply equitably the essential concept as outlined 
in these oversimplified statements. The figures on income sources in the 
preceding section ignored this item of the capital gains and losses per 
annum; but they are in fact extremely important in the higher income 
groups, and they change very markedly with changes in the total national 
income. Estimates of the per cent of total incomes in the form of realized 
capital gains and losses for the years 1926, 1929, 1932, and 1935 are pre- 
sented in Table 36 — 2. 


TABLE 36—2* 


Reauzed Capital Gains and Losses as Pee Cents op Total Income 


Year 

1926 

All 

income classes 

2.9 

Incomes 
under $6,000 
4 

Incomes of $5 jOOO 
and over 

12.9 

1929 

3.4 

-1.2 .. 

194 

1932 

-3.8 

-2.7 

-13.1 

1935 

- .7 

1 

45 


♦ Taken from Table 15, p. 48, of TNEC Monograph No. 4, 


Income sources by size of income 

It would be very interesting to know in some detail what the sources 
of incomes of persons in various income groups are, to compare those 
receiving incomes of $1,000 with those receiving approximately S2,00Q, 
or $3,000, and so on. But for income receivers under $5,000 data are 
not available in subclassifications. A broad and striking comparison is. 
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however, possible between those receiving under $5,000 and those receiving 
$5,000 or over. These data are presented as percentages in Table 36 — 3. 

TABLE 3a-3* 

SouBCBB OF Income bt Income Size 




Wages 

Entrepre- 

Income pri^ 


Number 



and 

neurial 

marily from 

Total 

of income 

Income class 

salaries 

withdrawals 

property 

income 

recipients 




1926 PERCENTAGES 



Under 

5,000 

... 71.4 

175 

11.4 

100.0 

45,617,132 

Over 

6,000 

... 285 

195 

52.3 

100.0 

894568 




1029 FERCENTAOBS 



Under 5,000 

... 73.5 

16.7 

105 

100.0 

47,622,929 

Over 

6,000 

... 27.0 

165 

665 

100.0 

1,032,071 




1932 PERCENTAGES 



Under 

5,000 

.. 735 

" 11.4 

145 

100.0 

50,146558 

Over 

6,000 

... 43.0 

12.4 

44.6 

100.0 

356,442 




1935 PERCENTAGES % 



Under 

6,000 

... 68.7 

17.7 

13.6 

100.0 

61,826,885 

Over 

6,000 

... 37.0 

16.0 

47.0 

100.0 

500,115 


* Data taken from Table 18, p. 48, of TNEC Monograph No. 4. 


Under the heading “income primarily from property” are included inter- 
est, dividends, rents and royalties, and realized capital gains and losses.^® 
The differences are striking, especially so during the prosperous years of 
the ’twenties. These figures are clear evidence of the extent to which 
concentrt^ions of personal incomes in the United States reflect concen- 
trations in property ownership, and hence in incomes from property 
sources of one kind or another. They are important data in the formulat- 
ing of social policy relating to income distribution and redistribution and 
to savings and investments. 


Also a few minor miscellaneous items. 



CHAPTER 37 


Income Distribution and Public Policy 


Thebe are two issues on which there are probably more widespread 
disputes than on any other phase of public policy: policies designed to 
affect the distribution of income in society, and policies designed to 
prevent or reduce general business fluctuations. Most people agree that 
business depressions are undesirable, although there have been many 
political disagreements as to what should be done to prevent them. The 
issues involved in this area of public policy will be examined in Chapters 
44 and 45. Concerning income distribution there are violent disagree- 
ments over not only what action should be taken, but also what should 
be the purpose of action. It is this Pandora’s box that is now to be 
opened. 

Many ethical and personal judgments enter into opinions as to what 
would be a ‘'desirable” distribution of personal incomes. Some differ- 
ences in opinion rest on deep philosophical foundations that ramify 
through the whole of economic arfd social life. Some differences are 
expressions of the self-interest of particular individuals and groups. It 
is to differences of the first kind that attention will be especially directed 
in the first two sections of this chapter. The last two sections will sum- 
marize briefly some of the ways in which public policy may affect income 
distribution. • 

"Economic Contribution" and the Distribution of Income 

Several times in this book there has already been occasion to compare 
the rewards received by owners of a productive agent with the “economic 
contribution” made by a marginal unit of that agent. In previous dis- 
cussions “economic contribution” was identified with the sale value of 
the marginal product of the agent in each of its employments. It is now 
time to re-examine the criterion of “distribution in accordance with 
economic contribution” in the light of the preceding analyses of the dis- 
tribution of personal incomes. Several interesting problems emerge 
from such an examination. 

What in fact are the economic contributions of labor? Are property 
incomes accruing to individuals to be regarded as returns for economic 
contributions of these individuals or are they to be regarded as the income, 
of a society as a whole, derived from the collective resources of the 

561 
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society? Are interest payments returns for the “sacrifice" of “waiting" 
by the individual savers providing investment funds? Are pure profits 
to be regarded as payments for the “economic contribution" of taking 
the chances in a dynamic economy characterized by many uncertainties? 
What about “profits of exclusive position"? What of the contrasts be- 
tween high wages in union-restricted occupations and low wages in 
many free labor markets? And what of the initial individual inequalities 
of opportunities in their effects on the economic contributions of different 
individuals? Finally, does this criterion harmonize with the idea that 
resources should be allocated in accord with consumer preferences; does 
the goal of income distribution in accordance with economic contribution 
provide the income incentives consistent with such an allocation of 
resources? 

"Economic contributions" and purely 
competitive general equilibrium 

The simplest type of situation imaginable in an economy is that pre- 
sented in the abstract model of purely competitive general equilibrium. 
It is therefore convenient to begin this re-examination of the criterion 
of distribution in accordance with “economic contribution" by considering 
such a hypothetical situation. In purely competitive general equilibrium 
personal net incomes would be of only two kinds: wages of labor, and 
interest payments for the use of loanable funds. Two basic questions 
then present themselves. 

1. First is the question of how one might view the discounting of the 
sale values of the marginal products of labor in a purely competitive 
economy. Wages tend, under conditions of pure competition, to equal 
the sale values of the marginal products of workers of each type minus 
a discount of interest payments for the use of loanable funds invested 
in these labor services between the time at which payments for labor are 
made and the time at which the resulting products are sold. The workers 
themselves receive less than the sale values of the marginal products 
resulting from their employment. There are two principal kinds of 
ethical evaluation that might be made in viewing these discounts: (a) 
The interest payment may be regarded as a reward for postponement of 
consumption on the part of the individual providing the investment funds 
— in classical economic doctrine this was termed a “reward for waiting." 
Those taking this view would redefine the “economic contribution" of the 
labor, considering it to be the discounted sale values of marginal products. 
The interest payment is then the “economic contribution" of the mar- 
ginal $100 of investment funds provided by individuals who have the 
alternative of spending these funds on currenfeemsumption. It should be 
pointed out here that the decision of an individual to use funds for 
consumption or for investment arises every time a questiem of replace- 
ment of depreciated capital appears. From tl® point of view of the 
'ndividual, he is “waiting" to consume later even when tha:e is channeled 
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back into investment funds just enough for replacement and no more. 
When there is neither net saving nor dis-saving it simply means that on 
the average individual decisions between consuming and investing, hence 
waiting, are such as just to keep the existing stock of productive resources 
intact.^ (b) On the other hand, there are some people who would say 
that this attitude that interest is a just reward for “waiting” is unrealistic 
and is an ethically false position, that the entire sale value of the mar- 
ginal product of each type of labor is labor^’s “economic contribution.” 
According to this view investors are cutting in on what should “rightly” 
be regarded as labor’s “just” reward. 

2. Second, there arises an ethical question as to who “should” have 
claim to any net returns (over and above replacement allowances) that 
may be included in the sale values of the marginal products of material 
agents of production. If interest payments are regarded as a “just” 
reward for “waiting,” the answer is simple. These net returns to material 
agents are then “rightly” claimed by those who provide the loanable funds 
tliat are invested. But if this position is not accepted, then again there 
may be alternative interpretations. This net return may be regarded as 
fairly claimed by all of the people collectively, to be divided according 
to some criterion entirely apart from that of the economic contributions 
of individuals, since the contributions themselves are in this view collec- 
tive. It may be argued, for example, that such income should be divided 
evenly on a per capita basis, or on the basis of some other criterion of 
“need,” or possibly in proportion to the labor contribution made by the 
various individual members of the society. 

"Economic contribution" and "uncertainty" 

In the analysis of general equilibrium in a purely compdiitive economy 
there was no place for the consideration of the role of uncertainty in 
economic life, and hence of the ethics of income distribution as affected 
by the changefulness of a dynamic economy. “Pure profits” arise out 
of such uncertainty. Positive pure profits may be regarded tas rewards 
compensating for the negative profits (los^s) of those who take the 
chances in investing in economic enterprises. The concept of sale value 
of marginal product (or discounted sale value of marginal product) is 
inapplicable as a measure of the “economic contributions” of those in 
a position to receive pure profits. 

Again, however, there are two principal ethical points of view. One 
starts from a basic philosophy of a free enterprise system and the 
sacredness of private property; from this basic position arises the attitude 
that profits, positive and negative alike, are “rightly” returns in good or 
bad fortunes to individuals taking the chances in business enterprise; 
this chance-taking is viewed as a kind of “economic oontoibution.” The 
socialist position, on the other hand, settles these positive or negative 

is further assumed that (1) decisions of businesses to save are merely re- 
flections of decisions of individual investors in these businesses; and (2) there are 
no unoertaintieB that necessitate that investors talce chances. 
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profits on the whole of the people, who are regarded as the collective 
owners of the wealth of the society and hence the collective gainers when 
uncertainties materialize profitably and the collective losers when fortunes 
are bad. 

"Economic contribution" ond economic opportunity 

The belief that income "should” be distributed according to "economic 
contribution,” however that criterion may be applied and however crude 
it may seem, is usually closely associated with a belief in the importance 
of equality of opportunity for the individuals in a society to enter into 
whatever occupations and whatever business ventures they may indi- 
vidually prefer. To most people it also implies an equality of oppor- 
tunity to obtain training and acquire knowledge of available outlets for 
labor services and investment funds. This imagined equality is to an 
important extent an illusion even in the United States. The accident of 
birth, whether into a privileged and gifted family or one that is under- 
privileged and poorly equipped, whether into an area and race and social 
class where educational and job opportunities are great or where they 
are small, starts individuals off on very different footings. Monopolistic 
and monopsonistic situations in both labor and investment markets 
further block the freedom of opportunity of individuals to maximize their 
economic contributions. These practices maintain at high levels the 
contributions made by a few through excluding others from joining them; 
and they lower the contributions made by those who are excluded since 
excluded people must find outlets for their labor and investments in 
relatively oversupplied fields. These problems have already been dis- 
cussed in some detail in earlier chapters. It is therefore unnecessary to 
elaborate them further here. 

The criterion of economic contribution and 
the allocation of resources 

The criterion of economic contribution as a desirable basis for the 
distribution of personal incomes is frequently advocated by those who 
regard this kind of income distribution as the most expedient way of 
getting resources eflSciently allocated and maximizing the national real 
income. Income distribution is considered primarily as a tool by which 
incentives in production are most simply provided. Distribution of in- 
come according to economic contribution is regarded as "just” in that 
people are paid according to what they add to consumers’ economic 
welfare through the labor they offer or the material resources in which 
they invest. Such a basis of income distribution is also regarded as 
expedient in providing an automatic elimination of the necessity jof 
governmental decisions that involve direct discrimination between differ- 
ent individuals and different groups in the dividing of incomes. It is 
abo consistent with the emphasis on individual freedom that has been 
so important in the United States; such individual freedom would be 
difficult to attain (though not inconceivable) within an economic struc- 
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ture in whieh the basic determination of income distribution departed 
radically from the criterion of economic contribution. These are tlie 
basic arguments on which proponents of a private enterprise economy 
rest their opposition to proponents of socialistic schemes. 

Need and Equality 

Comparison of an important socialist ideology 
with attitudes in the United States 

“From each according to his ability; to each according to his need” — 
these are goals set by many believers in socialism. Their realization 
would involve the denial of any right to property income as such, though 
the society collectively would of coiu^ receive such income, which would 
be divided in some way among its members. It would also involve denial 
of the right of individuals to receive labor incomes based on their “economic 
contributions,” however defined. Proponents of this position usually 
assume that “needs” are essentially based on external conditions, as size of 
family, health problems, and so on, and that all men are equal in the more 
“psychological” aspects of their consumption needs. These two goals are 
therefore also very close to a statement that incomes should be divided 
equally, incentives to productive action taking forms other than income 
rewards. The fact that full attainment of such goals is impractical, 
that even in “communist” Russia they were far from realized, is impor- 
tant in the understanding of economic adjustments. But they are never- 
theless important as goals for some socialist reformers; and peoples who 
accept these goals may move in a direction quite different from those 
subscribing to other hopes and creeds. 

The extreme view embodied in this socialist slogan provides an inter- 
esting point of departure in considering criteria of income distribution 
in a nation like the United States. Traditionally in this country great 
emphasis has been placed on the values of a free enterprise economy 
and the fundamental equity it is assumed to achieve. In the realm of 
income distribution this assumed equity has consisted of an approxima- 
tion to a somewhat fuzzily defined goal of distribution according to “eco- 
nomic contribution,” regarding pure profits and the interest payments to 
those providing loanable funds as falling within this equity concept. 
Failures to attain such a distribution of income are recognized to exist, 
but are commonly regarded as disfigurements on an economy funda- 
mentally just and sound. Consistent with this position is an objection 
to such inequalities as may appear because of interferences with the free 
opportunity of individuals to find outlets where their economic con- 
tributions (from both labor services and investments) may be maximized. 

But despite this fundamental adherence to the criterion of distribution 
according to “economic contribution” there has always been recognition 
of other criteria as well. Those incapable of producing enough to sustain 
themselves and their families at a minimum of decency in living have 
been given assistance; and extremes of inequality in the distribution of 
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ineomea have been regarded by many people aa undesirable even when 
these incomes were consistent with the economic contributions of those 
receiving them. While “need” in the sense implied by the socialists’ 
slogan is very close to a concept of equality, in the United States these 
two aspects of distribution (“need” and “equality”) have been regarded 
quite separately. By “need” is meant a minimum for all. It is generally 
accepted that such a minimum is desirable, though this minimum has been 
only vaguely defined. At the same time, “equality” has generally been 
regarded as undesirable; such a goal is fundamentally inconsistent with 
tile American focus on the advantages of aggressive private initiative 
based on an income incentive. The idea that extreme inequalities should 
be modified is almost universally accepted insofar as these inequalities 
arise out of positions of exclusion; where they arise for other reasons, 
opinions are probably quite sharply divided. Some of the implications 
of these attitudes toward public policy in relation to income distribution 
in the United States will become apparent in the following pages. 

Arguments commonly presented for and against 
equalization of income distribution 

Arguments for a policy designed to bring about a distribution of income 
very close to equality appear in a variety of forms. By some people it 
is regarded as self-evident that such a distribution of income is more 
equitable than any other, no further conmient seeming to them to be 
necessary. Others expand their portions, suggesting that equal distribu- 
tion of income would remove undesirable pressures to “keep up with the 
Joneses,” that it would eliminate mueh “wasteful” consumption and shift 
resources into uses that would be conducive to the building up of a more 
healthy and efiicient population, that equal opportunities can only be 
attained if children are reared in families having approximately equal 
income positions, that such equalization of incomes would remove much 
of the dread and devastation wrought by the insecurity of the individual 
under existing arrangements. The list of arguments might be extended 
and elaborated at great length. Most of these arguments are noneco- 
nomic; there is little that economic analysis can say that would illuminate 
further the issues involved. 

Arguments against equality in income distribution are also varied and 
extensive. They include, for example, appeals to the “equity” of higher 
incomes for those who work hard and contribute much to the society 
than for those who loaf along and contribute little or nothing. Two of 
the arguments presented against a high degree of equality in income 
distribution are especially important in relation to the operation of an 
ecmiomic system. These are (1) that some income inequality is a neces- 
sary incentive to get goods produced efficiently, and (2) that unless some 
\!ieople have very high incomes there will be insufficient saving and a 
society will tend to use up resources without accumulation and possibly 
even without replacement. 
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L Experiments in Russia seem to prove the truth of the first of these 
arguments against income equalization. Despite their effort toward 
equalization of income through a centrally controlled economy, the 
Russians have been forced to introduce income differentials in order to 
persuade people to take positions of responsibility and to acquire skills. 
How great these differentials would need to be to get efficient productive 
activity remains an open question, though it is clear that they need not 
be as great as the inequalities currently existing in the United States, 
Moreover, other incentives may to a considerable extent be substituted 
for income incentives. 

2. The argument that if income distribution were very even savings 
would be seriously curtailed is also of some importance. Savings of indi- 
viduals provide some of the replacement funds for the maintenance of 
capital resources intact; they also provide funds for investment that may 
lead to greater and greater accumulation of capital resources as produc- 
tive activity is shifted from production for immediate consumption to 
production of resources that yield consumption goods only through in- 
direct processes and in a more remote future. On the other hand, 
individual savings are not the only way in which funds may be allocated 
to investment uses. In the private enterprise economy of modem United 
States a large part of saving is business saving, earnings of corporations 
that are reinvested instead of being paid out in dividends. Whether these 
business savings would be cut off by an equalizing of personal incomes 
would depend on the methods used to bring about the close approximation 
to equality. Finally, this problem ot curtailed saving is no argument 
at all if the equalization of income distribution is brought about under 
a centrally controlled economy, since the allocation of resources between 
production for immediate consumption and the production and accumula- 
-tion of capital resources is a matter that can be decided by the dictators 
in power. Here the Russian experiment with socialism seems to prove 
the feasibility of at least some accumulating of capital without reliance 
on individual savings provided controls over these processes are in the 
hands of the dictator. 

Public Policy and Income Redistribution 

There are many aspects of public policy that lead directly to redistribu- 
tion of the real income in an economy; some of these programs are 
directly intended to accomplish these results; others are initiated for 
other purposes but indirectly have important redistributional effects. 
This discussion of income redistribution by public policy is distinguished 
from the following discussion of public policy and changing income dis- 
tribution at the source. Here we are concerned only with those policies 
that take incomes from individuals who have received them and then 
use the money thus received in such a way as to divide the benefits differ- 
ently from the collections. Any given set of public expenditures may be 
financed in any of a number of ways; different methods of financing will 
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draw incomes from individuals in different proportions, thus having dif> 
ferent kinds of redistributional effects. Similarly, any given public 
revenues may be spent in various ways that will have different effects in 
the distribution of the benefits received among the members of the society. 
These matters will be examined in greater detail in Part X of this book, 
“The Public Economy"; present discussion will therefore be very brief. 

The most direct and quantitatively important effects of public policies 
which redistribute income are of two kinds: (1) They may primarily aid 
those who would otherwise be below a “decent” minimum plane of living. 
(2) They may modify or exaggerate inequalities of income throughout 
the income scale. Public policy which increases or diminishes incomes 
received from the exploitation of exclusive positions is primarily policy 
affecting income at the source; though in some cases policies that redis- 
tribute incomes are important in soaking up profits of exclusive position. 
They may also be directed more heavily against property income than 
income received as rewards for labor services. Since the most important 
effects of most policies leading to income redistribution are in providing 
for those at the bottom of the income scale and in modifying or exagger- 
ating inequality, we shall begin by a brief consideration of a way of 
measuring income inequality. We shall then examine the effects of some 
different ways of collecting public revenues and some different ways of 
spending these revenues. 

The measurement of inequality of income 

Before proceeding to a few comments concerning public policy and 
income redistribution, it is well to lay a background for discussion by 



Fig. 37 — 1. Measure of income inequality. 
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introducing a measure of the degree of inequality of income. Such a 
measure is provided in a vety simple graphic technique. 

Suppose the $48,000,000,000 of income received by families of two or 
more in the year 1935-36 had been divided evenly among the 29,000,000 
families of the country. This would have, meant an income of $1,655 per 
family. Ten per cent of the families would receive 10 per cent of the 
total national income, 20 per cent of the families would receive 20 per 
cent of the total national income, 30 per cent of the families would 
receive 30 per cent of the total national income, and so on. This abso- 
lutely equal distribution of income by family units (though not per 
capita) could be represented graphically by constructing a chart; along 
the vertical axis would be marked off per cents of the national income, 


TABLE 37—1 

Pbbcbntaob Distbibution of Families and Aooreoatb Income Received 


Income Level 

Per cent 
of families 

Per cent 
of income going 
to these families 

Under $500 

1421 

3.01 

Under 1,000 

41.68 

16A7 

Under 1,500 

64.63 

3239 

Under 2,000 

79.06 

48.08 

Under 2,600 

87.43 

69A6 

Under 3,000 

91.90 

67.04 

Under 3,600 

04.43 

72.04 

Under 4,000 

96.92 

75.45 

Under 4,600 

96.77 

77.66 

Under 6,000 

9729 

79.16 

Under 10,000 

99.03 

86.52 

Under 20,000 

99.68 

91.79 

Under 100,000 

99.99 

98.13 

All levels 

100.00 

100.00 

• 


along the horizontal axis per cents of the families. A straight line drawn 
diagonally from the lower left hand comer to the upper right hand comer 
will then indicate the per cent of families receiving the associated per cent 
of the national income. Such a situation is illustrated in Figure 37 — 1. 

Now let us compare this with the distribution that actually existed in 
1935-36, using figures for all families, including incomes received as 
relief payments. The data are given in Table 37 — 1: 14.21 per cent 
of the families had incomes under $500 and received 3.01 per cent of 
the national aggregate of family incomes, 41.68 per cent had incomes 
under $1,000 and received 15.57 per cent of the aggregate, and so on. 
These data are also plotted in "Figure 37 — 1, but instead of making a 
straight line they make a curve, which lies close to the base line at first 
and then climbs steeply at the right. The depth of the depression in 
this curve is a rough index of the degree of inequality in this distribu* 
tion of income. 
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KeeHishrtbution and the collection of public revenues 

Fiririit revenues may be obtained by issuing new mon^, by borrowing, 
IodA bjf taxation. Some of the ways in which revenue collections redis- 
teifeiwte incomes are easily illustrated by considering just four important 
lamK ^ personal income tax, tiie general sales tax, the taxes on 
eorpnate {U'ofits, and the property tax. These taxes will be considered 
bckfly here; they will be examined more fully in Chapters 48 and 49. 

Ihe personal income tax as it is set up by the federal government in 
IA« LTmted States today takes a larger per cent of income from those 
whose ineomes are large than from those whose incomes are small. It 
may thus be used as a method for redistributing income in favor of the 
fcwwr income groups, diminishing inequalities in incomes as received 
through private enterprise. The general sales tax, on the other hand, 
takes a larger proportion of small incomes than of large. It falls only 
•n that part of income that is spent on consumption goods, and since those 
with low incomes spend most of what they have while those with large 
incomes save a lot, the “little fellow” pays a general sales tax on a much 
larger per cent of his income than does the wealthy man. The general 
sales tax, therefore, has the effect of increasing the degree of inequality 
of personal incomes. Redistribution of income is part of the intent of 
many of those who favor, personal income taxes, especially income taxes 
that take much larger proportions of income from those with big incomes. 
Redistribution of income is never argued as a reason for passing a general 
sales tax, and such redistribution is probably not the usual intent of those 
urging such taxes, but it is the result none the less. Thus there are in 
the United States important taxes intended in part to modify inequalities 
«f income distribution and other important taxes that however intended 
in fact exaggerate 'those inequalities. 

The effects of a steeply graduated income tax or of a general sales 
tax on the distribution of income may be illustrated graphically. Assum- 
ing at the ♦start an income distribution such as existed in 1935-36, a 
steeply graduated income tax falling heavily on liigh income groups might 
result in a decrease in degree of inequality such as would be represented 
by the second line in Figure 37 — 2. On the other hand, a general sales 
tax might have the results indicated by the fourth line in Figure 37 — 2. 

The fact that back of much of our thinking about income distribution 
& the criterion of distribution according to “economic contribution” is 
illustrated in arguments for taxes designed to capture monopoly profits. 
Though prevention of such gains in the first place is generally regarded 
as a preferable procedure, where prevention fails, monopoly profits may 
sonietimes be partially recaptured by taxes. Heavy taxes on incomes 
«f corporations are frequently supported on these grounds, since in many 
eases they soak up monopoly profits before these profits can be passed 
•ut to stockholders as dividei^s. Such taxes fall on all stockholders 
alike fqr eadi unit of stock held,^ and regardless of the total income of 
the individual holding the stock. 
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Tlie property tax ia the chief source of local revenues in the 'Uhite^ 
States. By taxing such property according to its value, the govemmeni 
recaptures some of the property income produced each year. Tins in- 
come is thus shifted from investors to the general population. Taxation 
of this sort modifies income inequalities insofar as those receiving incomes 
from the taxed property are in the higher income brackets; while .this is 
generally the case, it is not always so. Those who argue that th^ 
productive contributions of property are essentially collective rather than 



Fig. 37 — 2. Effects of selected taxes on degree of in 
equolity of incomes. 


the contributions of the individuals owning the property defend such 
taxation as consistent with an income distribution according to individual 
economic contributions; others hold the opposite view. 

Redistribution and public expenditures 

All public expenditures lead to some redistribution of incomes, but the 
most important effects may be analysed by considering three principal 
groups of expenditures: (1) payments of relief money (or grocery orders, 
and so on) to families in very poor circumstances, and provision of 
services such as public health clinics that are made available only to 
low income groups, (2) provision of services such as police, highways, 
and schools, on an equal basis to all members of the population, and 
(3) payments of subsidies to special producer groups, as illustrated in 
the payments to farmers in the agricultural program. 

While most of these public expenditures tend to equalize inoornes some* 
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what, this is not always the case. A few siihplified illustrations will 
help clarify these situations. 

1. Most obvious is the equalizing effect of payments in relief money 
iuid of services made available to low income groups only. Such policies 
fcicrease the incomes of low income groups and hence their per cent of 
^e total national income. They do not exert in themselves any signifi- 
cant effect on inequalities as reflected in concentrations of incomes at 
the top. The effects of such policies as applied in 1935-36 are already 
included in the data of Table 37 — 1. 

2. Services provided on equal terms to all members of the population 
will have a more or less important effect on income distribution depending 
on the proportion of total real income in an economy that is received 
through such governihent services instead of through production in private 
enterprise. If such services are of great importance they may flatten 
out the distribution markedly despite remaining inequalities. Some 
services ostensibly provided on equal terms are in fact used quite un- 
equally by different income groups. The highest income groups may fail 
to make full use of public school facilities, for example, thus incrt-using 
the equalizing effects of these services. On the other hand, some services, 
such as the national park recreation areas, are used primarily by those 
in the middle and higher income groups and are inaccessible to those on 
very low incomes ; such services therefore increase inequality between the 
lowest and the middle and upper groups. 

3. When subsidies are paid to special groups of producers effects in 
tBodifying or exaggerating inequality will depend on two things: (a) 
Whether these payments go in larger proportion to the low or the high 
fcwme families’ the group aided, and (b) whether the group as a 
Whole tends to come in the lower or upper parts of the income scale. 
Benefits under the agricultural adjustment program in the ’thirties went 
in larger proportion to high than to low income farmers, and hence tended 
to increase inequalities within the farming group itself; but they may 
not have exaggerated inequalities in the total population, when income 
receivers in all lines of activity are taken into account. 

Controlling Income Distribution at the Source 

Income distribution may be controlled at the source through policies 
that affect the sizes of the incomes people receive in the first place. 
Policies of this sort inevitably crop up in any kind of economy whether 
characterized primarily by private enterprise, or by central planning. 
Such policies are very different in character, however, in an economy 
characterized predominantly by free enterprise as compared with an 
economy which is predominantly socialistic. In a private enterprise 
economy many such policies are closely coordinated with concepts of 
equity in income distribution based on the “economic contribution” of 
the. income receivers; while in a socialist economy the focus is more 
commonly on an approximation to equality. 



»NCQME DISTRI BUTION. AND* TOBWC i POLICY 573 


Control within a private enterprise ecorK>my 

There are five major groups of policies that could be especially im- 
portant in controlling income distribution at the source in the economy 
of the United States: (1) policies directed against restrictive practices 
of business, (2) policies directed against restrictive practices of labor, 
(3) wage legislation (and in wartime, price controls) , (4) legislation in 
the interest of particular industry groups, and (6) policies intended to 
check gefeeral business fluctuations and to lift an economy out of a state 
of general depression. The last of these will be deferred for the present, 
since they will be taken up in later chapters; such policies if successful 
affect income distribution primarily by stabilizing distribution some- 
what over time and eliminating some of the insecurities of individuals and 
groups.® 

1. The federal antitrust program is directed primarily against restric- 
tive practices by business enterprise. This program is focused on a free- 
ing of the channels of trade in order to increase production and thus raise 
the national real income; but insofar as such a policy is enforced there are 
several distributional effects associated with the increased production it 
brings about: (a) It tries to prevent the occurrence of “profits of exclusive 
position." (b) It attempts to increase income opportunities for many 
laborers and investors by permitting them to enter an industry that in the 
absenae of antitrust action would have been closed to them, (c) By lead- 
ing to expanded outputs and thus to lowered prices in the industries 
against which proceedings are brought, antitrust action increases the real 
incomes of consumers as a whole, and hence of the general population. 
Antitrust action is a major cog in a program designed to bring about an 
approximation to the goal of distribution according to economic contri- 
bution. Since many of the existing inequalities in the distribution of 
personal incomes reflect monopolistic business practices, a vigorously 
enforced antitrust program would tend to bring individual inc^omes some- 
what closer together. 

2. No clear public policy toward restrictive practices of labor groups 
has yet taken form in the United States, though the problem has occasion- 
ally been attacked on its fringes.* There are many people today who 
regard this as a major gap in the antitrust program, and considerable 
thought is being devoted to methods for handling the problem. A public 
policy that resulted in the breaking down of restrictive labor practices 
would, like antitrust policy in business, both increase the national real 
income and alter income distribution. It would increase opportunities for 
workers previously excluded from employments where wages and eco- 
nomic contributions were high, while the competition of these newcomers 

*In addition to these five groups of policies, any program that redistributes cur- 
rent income or property holdings (especially taxes on inheritances) will affect the 
distribution among individuals of claims on property income in the future. 

• See Chapter 33. 
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would lower the wages received by workers in the previously privileged 
positions. The result would be some modifying of inequalities in wage 
inoomeSj and an increase in the economic contributions of the previously 
excluded workers. 

3. The effects of wage and hour legislation were discussed in Chapter 34. 
If legally established minimum wages are set very high, the result in 
competitive labor markets is likely to be some unemployment, raising 
some individuals previously in extremely low income groups up toward the 
middle, but pushing others onto relief. Such a program would 'therefore 
only be feasible if accompanied by a supporting public relief program, 
whether direct relief or work relief. The redistributional effects of the 
relief program are thus mixed up with minimum wage legislation. When 
minimum wage legislation leaves some jobs uncovered, it may push more 
workers into uncovered fields and furtlier depress wages there. On the 
other hand, when minimum wages are enforced in previously monop- 
sonistic labor markets the result may be even increased employment, the 
curtailing of the “profits of exclusive position” of the monopsonistic firms, 
and a diverting of these profit incomes to wages. This would bring 
workers’ wages more in line with their economic contributions. Thus 
where wage legislation destroys monopsonistic situations it will probably 
tend both toward some modifying of inequalities of personal incomes, and 
toward a closer approximation to distribution in accord with economic 
contribution. 

4. Special privileges to particular industry groups take many forms.* 
There may be a tax imposed on oleomargarine in the interests of butter 
producers, tariffs on sugar from Cuba in the interests of domestic beet- 
sugar producers, or any number of similar policies. 

Where there is freedom of entry into an industry, special privileges 
granted to its members have different effects in the short and in the long 
run. In the short run they lead to a shift in income distribution in favor 
of investors in the industry and against the rest of the population. In the 
long run ney firms will appear in the privileged industry and returns to its 
members will fall back to the level that they would have reached without 
the public action. The principal long-run effects are therefore a lower 
national real income and a changed use of resources. The implications of 
this analysis will be developed much more fully in later discussions of 
tariffs. 

Where there are restrictions on entry into an industry, special privileges 
granted its members will have more permanent effects on income distribu- 
tion. They will raise the incomes of investors in the privileged industry, 
exag^rating the profits of exclusive position. This will take place at the 
expense of the rest of the population, who will suffer a reduction of real 
income greater than the gain of the privileged monopolists. Since those 

^Subsidies are a part of such special privileges. They involve a direct redistribu- 
ti<m of income, and were therefore discussed in the last section. It is only as they 
are part of a broader plan that affects incomes received in the sales of products 
or services that they play any role in altering income distribution at the source. 
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receiving profits of exclusive position are typically in the high ineome 
groups, a poliey that increases their incomes at the expense of the rest of 
the population is a policy that will exaggerate inequalities in ineome 
distribution. 

When special privileges to particular producer groups become very 
widespread they may approximately cancel each other out in their distri- 
butional effects, though it is more than likely that they will exert a 
dampening influence on the total level of ectmomic activity artd the 
national real income. 

Income distribution in a sociolistically orgonized economy 

In any economic system, whatever its structure, decisions must be made 
as to what shall be in-oduced, sosnelbing must be done to get these things 
produced, and there must be some technique for dividing the resulting 
products among the individual members of the society. These funda- 
mental facts were stated in Chapter 2 and have been illustrated through- 
out the pages of this book. 

In a private enterprise economy the incentive to get goods produced is 
primarily an income incentive; and the allocation of resources and the 
distribution of incomes are in large measure determined simultaneously 
through the same pricing adjustments in the markets. In a socialist state 
these two aspects of economic adjustment are much less closely tied 
together. The central planning board of a socialist state may dictate 
production plans including what shall be produced and by whom and how 
incomes shall be divided, the board’s dictates displacing the price mechan- 
ism of the market; or the planning board may permit many adjustments 
to be made through a market mechanism approximating that of a private 
enterprise economy, but rigorously control the operation of that mechan- 
ism. The board might, for example, rely to a considerable extent on 
market pricing as a guide to what to produce, but pay out incomes to 
individuals without any regard to their economic contributions. In the 
most extreme case it is even conceivable that the central planning board 
might make no money income payments at all ; individual incomes could 
then take the form of ration cards giving people the right to certain 
quantities of each specific commodity. There is no single or simple 
blueprint of what a socialist state is or “should” be. 

While in a centrally controlled economy the problems of resource allo- 
cation and of income distribution are more readily separated than in a 
private enterprise economy, even the dictator cannot completely ignore 
income incentives in getting goods produced. Neither can he ignore com- 
pletely the consumer preferences of the many individuals who make up 
the population. In any practical situation a predominantly centrally 
controlled economy will inevitably have elements resembling private 
enterprise, just as a predominantly private enterprise economy will have 
elements of central planning. 

How will the policies of a socialistically controlled economy relate to 
the criteria of income distribution discussed in the first sections of this 
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chapter? This question can be answered only in rough terms, since there 
are different points of view that may be developed in different socialistic 
economies. Two general sets of ideas do, however, have wide application: 
(1) Insofar as rewards in accord with economic contribution are regarded 
as “equitable” the inteipretation of economic contribution is labor contri- 
bution only. Property incomes are regarded as the contrilpution of the 
collective wealth accruing to the people collectively. If such wealth is 
owned collectively, income incentives are not needed in order to insure its 
use in the most productive or, from the point of view of the central 
planners, “desirable” ways. Income incentives are therefore confined to 
incentives to labor. (2) Great emphasis is placed on approximating 
equality in income distribution. Planners in a socialist state will there- 
fore tend to gear their income distribution policy to this goal insofar as is 
practicable. 



Part VIII 

MONEY, CREDIT, AND PRICES 

PREAMBLE 

Fob many decades economists regarded money as a subject of relatively 
minor importance, to be treated for the most part quite independently of 
the major body of economics. Analysis was often conducted on a “real” 
plane in order to draw aside the “veil of money,” which might obscure the 
real problems of production and distribution of wealth and income. In 
recent years many economists have swung to the other extreme, asserting 
that money and monetary changes constitute the core of all economics 
and that it is only by properly controlling money that we can achieve 
a smooth-working and effective system of production and distribution. 
Many of the “real” problems that occupied the older economists are 
relegated to positions of subsidiary importance by these newer writers. 

As is so often the case in the historical development of ideas, both 
groups have much to contribute to an understanding of the problems at 
hand and both have overstated their respective positions. It is how clear 
that many of the so-called “classical” economists seriously underestimated 
the importance of monetary instability in affecting the general level of 
employment and production. On the other hand, it is also clear that 
many modem writers have gone much too far in supposing ihat we can 
cure the evils of general unemployment alone by tinkering with the 
flow of money and credit. We should never let ourselves be blinded to 
the ultimate importance of “real” as against “money” income. Yet the 
developments of recent years have demonstrated beyond reasonable doubt 
that only by controlling the flow of money income better than we have 
done in the past can we expect to maintain conditions of prosperity and 
reasonably full employment. It is toward the discussion of general un- 
employment, inflationary booms, and their remedies that the study of 
money in this Part is largely directed. 
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CHAPTER 38 


Introduction to Money and Credit 
Money in a Complex Society 

The word “money” ordinarily connotes a miscellaneous assortment of 
coins and bills, of which there hardly ever seem to be enough. We know 
that money enters into almost every aspect of life — ^we are paid our 
incomes in money and we pay out this money for most of the goods and 
services that we purchase. The activities of the business world are based 
to a large extent on contracts expressed in terms of money ; and the funda- 
mental purpose of most businesses is to obtain a money profit by obtaining 
total money receipts in excess of total money expenditures. 

To most of us getting money seems to be the primary objective of eco 
nomic activity — ^the “mainspring of economic motivation.” Actually, of 
course, most of us want money not for itself but for the command it gives 
over goods and services. It is obvious that in such a complex economic 
system as ours the use of money is of fundamental importance in avoiding 
the awkwardness of a barter system. But of perhaps equally great 
importance and much less obvious is the central part money plays in the 
drastic fluctuations in business activity, employment, and prices that we 
know as booms and depressions. 

The major functions of money are ordinarily said to be (1) as a medium 
of exchange, and (2) as a standard of value in terms of wliich different 
goods and services may be compared. The usefulness of money in these 
two respects is obvious. Comparison with a barter economy indicates the 
tremendous difficulties a moneyless economy would face. Suppose Mr. A 
has produced a pig and he as a consumer wants a spool of thread, a movie, 
three pairs of socks, and a weekly newspaper. He may then start out to 
barter his pig (presumably butchered) for these various objects. He may 
have heard that B has produced some thread, but unless B wants pig in 
exchange, A is still out of luck. Perhaps C wants a pig and offers cotton 
cloth in exchange. If A trades his pig for cotton cloth and can then find 
someone who will take the cotton cloth in exchange for thread, A’s problem 
is solved, so far as the thread is concerned. But the difficulties of even 
such a simple transaction by barter indicate the magnitude of the problem 
of conducting all exchange in that manner. 

A partial solution to A’s difficulties might be found by establishing a 
market, where all persons wishing to exchange would meet regularly. But 
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even if A managed to find others willing to exchange thread, movies, socks 
and newspapers for pig, there would still be the problem of the exchange 
ratios between these various objects. When we have things to exchange 
we ordinarily convert them into money values, and so compare them in 
terms of a common standard of value. But under a purely barter system 
even this standard of comparative values would be lacking. 

In addition to these two major functions of money, two others arei often 
listed: (3) as a standard of deferred payments, and (4) as a “store” of 
value. We want not only to compare the values of different things at the 
same time, but also to compare the Values of things how and^in the future. 
Money is useful in providing a standard for deferred (future) payments 
in this respect. And not only do we often want to compare future with 
present values, but we also want to store up goods and services for future 
contingencies. We might simply store physical goods; but this is a 
troublesome and expensive procedure in many cases. Furthermore, often 
we want merely to store up purchasing power for the future, rather than 
any particular good. Money is of great use in providing such a “store” of 
value or purchasing power, but, as we shall see, this use sometimes leads 
to all sorts of trouble. 

These advantages of the use of money in a complex economy may be 
stated in a slightly different manner, emphasizing the necessity for the 
use of money if the aims of efficient use of resources and their allocation 
in accordance with consumers’ preferences are to be realized. 

1. The use of money permits consumers to receive their incomes in the 
form of generalized purchasing power and so enables them to select freely 
from among the various goods and services offered for sale. In a barter 
economy, even with a very small number of products considered, the 
channels for expressing consumers’ preferences are blocked by the limita- 
tions of the specific objects that they have to offer in exchange. In a 
money economy, everyone is willing to sell for money, because he knows 
that he can .in turn purchase other goods and services with the money. 
Therefore, the consumer having money (generalized purchasing power) 
can express his preferences freely simply by offering money for what 
he wants. 

2. The use of money permits consumers to spread consumption over 
time vxith less regard to the precise dates on which they receive their 
incomes. It is much easier to store money than goods. 

3. Money provides a measuring rod by which producers may compare 
the advantages of producing one good rather than another. In a barter 
economy there would be no uniform standard registering consumer 
preferences for one good over another. Adjustments of production to 
consumers’ demands occur only in terms of a whole range of exchange 
ratios between concrete goods, and each of these ratios is difficult to 
discover except as revealed by isolated instances. In a money economy 
consumers’ preferences are expressed in uniform “dollar votes,” which 
^enre as guides to producers. 
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4. By facilitating exchange between goods and by expediting payment 
over time, money makes possible the vse of productive techniques in- 
volving roundabout and highly specialized processes. In a very simple 
society where wants are relatively uniform, goods few, and where most 
production is for home use, a system of direct barter might conceivably 
suflSce. A complex system in which consumers and producers are far 
removed from each other in time and space is only conceivable with the 
introduction of money. 

These advantages deriving from the use of money in facilitating the 
smooth functioning of a complex exchange economy are easily seen. 
Much less obvious is the part money and monetary changes play in the 
booms and depressions that have characterized modem economic systems. 
The use of money has been taken for granted all through the discussion 
of the allocation of resources and distribution of income, and no particular 
problems arose because of failure to make specific the use and advantages 
of money. But there was throughout a tacit assumption of the absence 
of booms and depressions — ^the absence of widespread unemployment of 
men and machines. It is to this problem of business fiuctuations that 
the discussion of money and credit is primarily directed, since monetary 
changes play a central part in explaining the cumulative expansions and 
contractions which have been so disruptive to the smooth working of 
modern economic and social systems. 


"hAoney" and ^^Credit^^ 

We are used to thinking of money in two forms: circular pieces of 
metal (coins) of particular size and design; and rectangular sheets of 
green paper (bills) , identified by particular pictures and signatures, plus 
a number to tell the denomination of the bill. But for hundreds of years 
cattle served as money in the ancient world. In the late Roman empire 
small square pieces of leather were used as money. As re(^ntly as two 
hundred years ago hides and skins, wan^um beads, cowrie shells, and 
numerous other such objects served as money in the North American 
colonies. It is only recently that the world has widely adopted the 
types of coin^ and paper notes with which we are familiar; and today 
there is strong evidence that we are moving more and more away from 
the use of metal coins for any except very minor purposes. It is erroneous 
therefore to suppose that there is something inherent in the things that 
we call money that necessarily makes them money. By the same token, 
it is erroneous to suppose that money can be defined merely in terms 
of the substances that we happen to use for it. 

Any useful definition of money must run in terms of what money does, 
not what it looks like. A fairly common definition may be adopted: 
money is anything that passes freely from hand to hand in an ecdnomio 
or political hrea as h means of I)ayment of obligations irrespective of the 
credit of thte person presenting it. Thus the dollar bill with which' one 
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pays for a pair of stockings is, of course, money. But if you were to 
pay for the stockings with a personal check upon your bank account, this 
eh^k would not be money under the above ^finition because the sales- 
^rl would not accept it unless she had reasonable assurance that your 
credit was good (that is, that the bank would pay your check). This 
check we should then classify as a “credit instrument.” Credit instru- 
ments are essentially identical with money in function except that they 
are not so generally acceptable as means of payment. In n^ern times 
Americans have become so accustomed to using bank checks as money 
that for all practical purposes payment by bank check is the equivalent 
of payment by actual money. In fact, payment by bank checks is 
<iuantitatively much more important than payment by actual money in 
this country today. Although a formal distinction between “money” and 
“credit” is convenient for discussion, it is important to recognize that 
this distinction is largely formal — ^that money and credit are essentially 
tlie same so far as making payments are concerned. Indeed, in some 
cases (for example, a “cashier’s check”) it is very difficult to draw the 
line between the two. When the various types of money and of credit 
are discussed briefly in the following sections, it will become apparent 
that the separation is fairly easy for the types most commonly used; 
but later the essential sameness of the functions fulfilled by money and 
credit will be emphasized. It is useful, therefore, both to distinguish 
them and to see their likeness. 


Types of Money 

Table 38 — 1 indicates the major kinds of money in use in the United 
States around the middle of 1942. Part of this money is at any time in 


TABLE 38—1 

Types of Money in the llNCTBai Status on June 30, 1942* 


f 

Type of Money Amount 

Federal R^rve Notes $ 9,310,000,000 

Silver certificates 1,754,000,000 

Silva* dollars 06,000,000 

Subsidiary silver 604,000,000 

Minor coins 213,000,000 

United States Notes (Greenbacks) 317,000,000 

Others 218,000,000 


Total $12,383,000^0 


*Data are from federal Reserve Bvltetin» Beptember 194^. 
All figures are rouaded to the nearest million. **Others*’ is 
composed of national bank notes and other forms of currency 
now being retired from circulation. 


Uae vaults of the banks and part in the hands of the public. Silver 
o^fioateB are |1 and $5 bills, which represent that much silver stared in 
govcffnanent vaults. They are essentially war^iouse receipts for silver 
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^ieh is held by the govemmeot. Sufastdiary Bilvo* condsts of haU 
dollars, quarters, and dimes. Minor coins are nickels and pennies. 
Federal Reserve Notes are paper money, varying in denomination from 
$10 to $10,000, issued by the Federal R^erve Banks. Their nature is 
discussed in a later chapter. Here it is sufficient to note that the law 
requires that at least 40 cents in gold be kept as partial backing for each 
dollar of Federal Reserve Notes. It is a^qiarent that the actual metal 
in circulation is a very small fraction of the total money supply, and only 
a small part of paper money is required to be ^‘backed” by gold.^ 

Until 1933 small numbers of gold coins circulated, primarily for use as 
pfts, lucky pieces, and so on; but in 1933 as a part of the emergency 
legislation all monetary gold was purchased by the federal government 
(that is, people were required to turn in their gold coins for other money) , 
and there is little likelihood that gold coins will return to circulation. 
Moreover, although the vast amount of gold owned by the federal govern- 
ment serves in a general way as a security for the money outstanding, 
there is little direct relation between them, and gold cannot now be 
obtained by individuals in exchange for other money except for use in 
international transactions or in the arts. Except in international trade, 
gold no longer serves directly as money, and its connection’ with circulat- 
ing money, though existing, is very indirect. The main function of gold 
in this respect has become one of maintaining confidence in the outstand- 
ing money issued by the government, and even in this function it is less 
important than it used to be.* 

The fact that the possession of money gives command over goods and 
services sometimes leads to a confusion between money and wealth. 
Suppose Mr. X has both a dollar bill and a dollar sack of flour. Suppose 
now that the sack of flour is destroyed (let us say in a fire) — his wealth 
has been decreased by the loss of the flour and society’s wealth has been 
similarly decreased. But suppose instead his dollar bill is burned up. 
His individual wealth would again have been decreased by one dollar, 
but the wealth of society (its real goods and services) would be jtist as 
great after as before loss of the dollar bill. So although we ordinarily 
speak of an individual’s wealth as so many dollars, it is not very useful 
to speak of society’s wealth in this way. In the last analysis, the wealth 
of society is the goods and services it possesses, and the creation or 
destruction of paper money does not affect the real wealth of society 


1 To say, as is sometimes done, that any type of money is “legal tender” mea^ 
that the law states that this kind of money must be accepted at face value in 
payment of chligations. It does not mean that the debtor is freed from his obliga- 
tion if the creditor refuses to accept the legal tender money; it merely means that 
the debtor cannot be fenced to offer any other kind of money and that he is not 
liable for interest or collection fees on the debt after legal tender has been refused. 
UntS 1S33 only some kinds of money were legal tender in this country, but «ince 
1933 all kinds of money have been legal tender, even for obligations oontcaeted 
befoie that date. 

s For a more detailed discussion of gold and the gold standard, see Chapter 43. 
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except indirectly through its effect in stimulating or retarding the pro- 
duction of goods and services.” 

Types of Credit 

Although many people think of money as the primary means of 
payment for goods and services, actually over 75 per cent of all the 
monetary payments made in the United States are made by credit instru- 
ments, chiefly bank checks, and not by “money” at all.* Thus, some- 
thing over $500,000,000,000 in checks were written in a recent year, 
whereas payments made by actual money were around $75,000,000,000. 
Since bank checks make up so large a percentage of the total payments 
made (that is, are so large a portion of the total circulating m^ium), 
it is important to understand the factors determining the total value of 
checks that people can write; and this is the subject of the next chapter. 
Since checks and actual money serve the same purpose, an increase in the 
dollar value of checks that people can write has the same general effect 
as printing a like number of new dollar bills. The amount of bank 
checking deposits may be spoken of roughly as the “quantity of credit” 
at any given time, since the total of the deposits shows the value of 
checks that people can write and since check payments bulk so large in 
the total picture. 

Of course there are various types of credit and credit instruments. 
When a man buys a suit, he may pay in actual money, he may write a 
check, he may “charge” it, or he may give the merchant a written promise 
to pay in installments or on some future date, to cite only the most 
important possibilities. Of the three types of credit, check payment 
is the closest substitute for money. The merchant receiving the check 
can take it to the bank and receive money for it immediately if he wishes, 
though actually he is much more likely simply to deposit the check to 
his account, so that no actual money changes hands. The check is a 
promise to pay “on demand” at the bank. If a buyer gives the merchant 
a written promise to pay at some future date, this differs from the check 
primarily in the time the merchant must wait before getting the funds 
promised. A “promissory note” is a less close substitute for money than 
the bank check. If the buyer “charges” the suit, there is no tangible 
credit instrument to show his promise to pay. The merchant simply 
records the debt on his books. Such a debt is a still more distant sub- 
stitute for actual money. But in all cases the transaction involving 


• The increase or destruction of metal money, such as silver dollars, is a some- 
what different matter. The silver in the dollar is real wealth,' but it was also 
real wealth before being coined. The mere fact that it has been stamped as a 
coin dSes not increase the wealth of society; and if the coin should be destroyed, 
it would be the loss of the silver that decreased society’s wealth. The loss would 
be the same whether or not the metal had been coined. 

•This estimate, and the others following, are rough, but are accurate enough to 
illustrate the graat relative importance of 'bank credit. 
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sale of the suit has been consummated, in one by the use of money and 
in the others by the use of money substitutes (credit) . 

In the business world there are a great variety of types of credit — 
promissory notes, bills of exchange, open-book accounts, and so on. 
Although these are of importance and differ somewhat among themselves, 
for elementary purposes attention may safely be centered on bank credit 
and the other types of credit largely neglected. By so limiting discus- 
sion some inaccuracies will arise, but bank credit is so much more im- 
portant than all others and the conditions determining its quantity so 
different that more is gained than lost by dealing primarily with it alone. 



CHAPTER 39 


The Banks and Ae Quantity of Credit 


Cbedit is by far the most important means of payment in the American 
economy today, and among credit instruments bank checks are pre- 
dominant. Since bank credit is of such major importance and since 
the supply of bank credit hinges on the whole process of commercial 
banking, it is worth while to examine in detail the connection between 
the banks and the quantity of credit before proceeding to discuss mone- 
tary fluctuations and their connection with business fluctuations. Banks 
act (1) as middlemen between borrowers and lenders, and (2) as 
“creators” or “producers” of the credit that they make available to bor- 
rowers. The first of these functions can be discussed rather briefly; it 
is the second that needs most attention. 

Middlemen Between Severs and Borrowers 

Bonks as middlemen between savers and borrowers 

There are now in this country about 15,000 banks. In 1920 there were 
above 30,000. The tremendous reduction represents mainly bank failures, 
which were a steady phenomenon even throughout the prosperous 
'twenties and in 1931-33 reached very great proportions. Of the 

15.000 existing banks, about 500 are “mutual savings banks” ^ and 
about 14,500 are “commercial banks,” although almost all commercial 
banks have savings departments. Of the commercial banks, some 5,100 
have received their charters to do business from the federal government 
and are called National Banks. All of the savings banks and over 

9.000 of the commercial banks have received their charters from various 
state governments and are called State Banks. A small number of banks 
are unincorporated or “private” banks. 

One major function of banks is the conversion of savings into invest- 
ment— that is, making it possible for savings to be invested in productive 
enterprises. This function constitutes the major activity of savings 
banks, and is also carried on by commercial banks as well as by other 
investment institutions. Suppose a saver deposits his savings in a savings 

1 Mwt of these savings banks are in New England, where thrift and conservatism 
have been very strong. 
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bank, receiving a certain rate of interest. The bank then invests these 
savings, possibly by purchasing government or industrial bonds, or by 
making loans to farmers to improve their lands and buildings, or in 
various other ways. Suppose the savings bank uses the funds to pur- 
chase a new $1,000 bond of a public utility corporation. The public 
utility thus receives $1,000 of the savings of the original savers, with 
the savings bank acting as an intermediary. The money savings are 
converted into physical capital goods when the public utility spends 
the $1,000 for machinery or for helping to finance a new building. Re- 
ceiving interest from the utility on the bond and the $1,000 principal 
when due, the savings bank is able to pay the somewhat lower interest 
rate owed to its depositors and reimburse them in full if required by 
selling the security. Savings banks merely make deposited savings avail- 
able to borrowers; they do not increase the amount of credit in existence. 
Nor are deposits in savings banks means of payment, since checks cannot 
be written on them. 

Savings banks are not the only, or even the most important, agencies for 
conversion of savings into investment, though they do clearly illustrate 
the conversion process. The savings departments of commercial banks 
also receive relatively long-period savings, which “time deposits” the 
banks then loan out as do savings banks. By contrast, the checking, 
or “demand,” deposits of a commercial bank are thought of as short- 
period savings, likely to be withdrawn at any moment by the depositor. 
In keeping with this distinction, the law requires that banks keep larger 
reserves behind demand deposits than behind time deposits, and permits 
the bank to require that a saver give advance notice (often thirty or sixty 
days) before he can withdraw his savings account, although this law is 
.sehlom invoked. Savings and time deposits, unlike demand deposits, are 
not transferable by check and hence do not serve as a medium of pay- 
ment. But actually the distinction between time and demand deposits is 
often not very sharp, and it is erroneous to think of savings accounts as 
only long-period savings moving into investments while demand deposits 
represent short-term loans. Indeed, as will become evident, demand de- 
posits for the most part are “creat^” when the banks make loans and 
investments rather than arising from any saver’s depositing his savings 
at all, and no rigorous distinction exists between demand and savings 
deposits, either as to origin or as to use. 

A somewhat different banking function is performed by “investment 
bankers.” Investment bankers are essentially marketers of corporate 
securities, rather than bankers in the ordinary sense of the word. Corpo- 
rations wishing to sell securities ordinarily do not themselves offer the 
securities for sale. Instead, they engage investment bankers to market 
the securities. Usually tlie investment banker or banking syndicate 
buys the securities outright from the corporation and sells them to the 
public at a slightly higher price, keeping the difference as payment for 
marketing services. The investment banker does not receive deposits 
from the public and invest them — ^instead he arranges for the sale of stocks 
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and bonds to banks, insurance companies, individuals, and others who 
have fun^ to invest. He is a middleman in the process of converting 
livings into investment, but his service is somewhat different from that 
of the regular banker. 

"Nonbanking" middlemen between savers and borrowers 

In addition to banks^ there are numerous other agencies through which 
savings may be made available to borrowers and converted into invest- 
ment. One of the most important nonbanking agencies is the insurance 
company. A considerable part of our total savings is made by buying 
insurance. Insurance companies receive regular premiums (savings) 
from policyholders, and invest these funds, usually buying bonds or 
loaning on real estate. Thus savings are converted into investment very 
much as through savings banks. 

A large volume of savings is converted into investment without the 
services of any outside agency. If a person buys a stock or bond he is 
directly converting his savings into investment.* Tremendous issues of 
stocks and bonds are sold by corporations and governments to individual 
and institutional investors other than banks. Another important method 
of direct conversion of savings into investment is the practice followed by 
most business firms of “plowing back” or reinvesting a part of each year’s 
earnings in expanding plant and other equipment. 

Special agencies have grown up to make available savings to special 
groups of borrowers. Agriculture, for example, has several special types 
of middlemen of this sort, some of which have been set up by the govern- 
ment. Among the private sources of farm credit, loans by individual 
persons and farmers’ cooperative organizations supplement those of banks 
and insurance companies. Public credit agencies have grown greatly 
in importance in recent years. Twelve large Federal Land Banks exist 
especially to finance the farmer, and in 1933 the Federal Farm Mortgage 
Corporation was set up by the government to facilitate refunding of farm 
mortgages Ut lower interest rates. Since these federal agencies have 
offered credit to farmers at very low interest rates, they have gone a 
good way in eliminating private lenders from the field, though insurance 
companies and private banks still make a large volume of agricultural 
loans. But even though the federal banks extend the loans to farmers, 
individual savings are being converted into funds for farmers. The 
government has generally borrowed the funds and is now loaning them out 
to farmers. Unless the government has obtained the funds through 
borrowing new credit “created” by the banks, the process is similar to 
that of the private savings^investment process. 

Loans made to consumers do not represent conversion of savings into 
investment goods, because the funds are used for consumption purposes. 


3 Although the investment banker is likely to have been a middleman in the 
process. 
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Yet from the point of view of the saver they are invested. Numerous 
special agencies for financing consumers also exist. Most important are: 

1. Personal finance companies 

2. Personal loan departments of commercial banks 

3. Insurance companies (making loans to policyholders) 

4. Individual “loan sharks” 

5. Pawnbrokers 

6. Morris Plan Banks 

7. Cooperative credit unions 

8. Installment sales plans (either directly by sellers or 
by special installment finance agencies) 

The effective rates charged consumers by these various agencies range 
from 3 per cent or 4 per cent to 42 per cent a year, the upper limit pre- 
sumably being set by a federal statute. Many of these agencies obtain 
the funds they loan out by borrowing from commercial banks, so the 
ultimate savers are the same as in the case of direct bank loans. Like 
special agricultural credit institutions, consumer credit agencies illustrate 
the multiplicity of special quasi-banking agencies which have grown 
up I/O meet special needs. The list might be extended, but such agencies 
are not the primary interest of this chapter. 

Creation of Credit by Commercial Banks 

The distinguishing feature of modern commercial banking is its ability 
to create and maintain demand deposits (checking accounts), which serve 
as means of payment. Obviously, savings banks, insurance companies, 
investment bankers, and such middlemen between savers and borrowers 
“create” no credit — their activities do not increase the total quantity of 
means of payment. But the commercial banks (that is, the banks we 
all know and deal with) operate quite differently, and regularly “create” 
or “produce” bank credit that serves the same purpose as money. They 
“loan out more than we have put in them.” 

Potential creation of credit by an individual bank " 

In understanding this rather startling statement that commercial banks 
“create” credit, it is well first to be clear as to exactly what is meant “by 
bank “deposits.” The word is misleading for it suggests that deposits 
originate through storing or depositing actual money in the banks and 
that the banks always keep in their vaults money equal to the amount 
of their deposits. Neither of these suggestions is true. It is not true 
that deposits are simply “money put in the bank.” A bank, deposit is 
a claim on the bank, giving the depositor the right to demand money 
from the bank. Demand deposits are simply debts owed by the bank 
to its “depositors,” which debts are payable at the demand of the de- 
positors (that is, whenever a depositor wants to write a check) . Demand 
deposits (checking accounts) may, of course, originate by depositors 
entrusting additional cash to the bank, but only a small fraction of total 
deposits have actually originated in this way. Most demand deposits 
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■Aave come into existence when the banks fnade loam &r investmems mvd 
the borrowers took the loans in the form of checking accountis% The 
manner in which the banks can and do create new credit by making 
loans and investments is the subject of the remainder of this chapter. 

In analyzing the manner in which ctedit is extended by the banking 
system, it is helpful to refer to the balance sheet of a typical commercial 
bank. Such a balance sheet, for a hypothetical “Hometown Bank and 
Trust Company," is shown below, and it is worth while to consider briefly 
the makeup of this statement before proceeding. 


Repcmt OF Condition 

HOMETOWN BANK AND TRUST COMPANY 
Hometown, Iowa 


Assets 

Cash . ... ... $350,000 

U. S. Gov’t obligations 410,000 

State, county and munic- 
ipal bonds 250,000 

Other bonds 110,000 

Stock in Federal Reserve 

Bank 3,600 


$1,123,600 

Loans 550,000 

Overdrafts 11 

Building and fixtures 26,000 


$1,699,611 


Liabilities 

Deposits 

Demand $889,099 

Savings and time 655,504 


$1,544,603 

Capital stock 100,000 

Surplus 20,000 

Undivided profits 35,008 


$1,699,611 


Member Federal Reserve System 
Member Federal Deposit Insurance Corporation 


The first ^five assets are lumped together in this balance sheet hecausf* 
the bank wants to show what a large proportion of its Assets are cash or 
almost as good as Oash in case depositors should suddenly demand their 
funds. Usually, though not always, the assets are arranged beginning 
with cash and moving down to assets that are less and less easily con- 
vertible into cash on short notice. The more quickly and easily converti- 
ble into cash an asset is, the more “liquid” it is said to be. Thus United 
Statfes government bonds are highly liquid because the bank can always 
sell them on short notice without any substantial loss in value. Building 
and 'fixtures are very illiquid because they would be difficult to sell on 
short' notice and even if they could be sold it might well be at a consider- 
able sacrifice in price. Obviously, not all of the range of assets held 
Against' liabilities is as liquid as cash, and commercial banks virtually 
never eVen approach such a 100 per cent cash reserve. The banker’s aim 
is always to keep enough liquidity to meet all likely demands of his 
dH^sitOrs. 
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Among the bank’s liabilities, it is evident that deposits are the pre- 
dominant item. Deposits are a debt, a liability, because the bank must 
pay cash to depositors if demanded by them. As in the case of other 
corporations, capital stock, surplus, and undivided profits are listed on 
the liability side of the balance sheet, because they represent the net 
worth, or “proprietorship,” of the bank, which the bank as an institution 
“owes” to the stockholders. Only the surplus item is substantially differ- 
ent from that in nonbanking corporations. When a bank is organized 
and stock sold, the stock is typically sold not for $100 a share (face value) 
but for $120 or $133 a share. The extra $20 or $33 goes to set up the 
bank’s surplus. Thus, if the bank’s capital were to be $100,000, as in 
our example, 1,000 shares of stock would be sold at $120 per share, which 
would give $100,000 for capital and an additional $20,000 for surplus. 
This is simply a customary niethod of bank management and bookkeep- 
ing, now required by law. The net effect is the same as if $120,0(K) of 
capital stock had been issued. The balance sheet of the Hometown Bank 
shows that it has not yet transferred any of its profits to increase its 
surplus — the surplus is merely the original $20,000 paid in when the 
bank was begun. If the bank were to go out of business for any reason, 
all the assets would be sold and the money used first to pay the depositors, 
with anything left over being given to the stockholders. The capital, 
surplus, and undivided profits represent at any time what would be left 
for stockholders if all the assets of the bank were to be sold at the figure* 
indicated and all depositors paid off. Of course if the bank had 
“liquidate” in this manner, it is by no means sure that each asset would 
bring just the amount estimated on the balance sheet. 

To illustrate the credit creation process in an oversimple exaaagple, 
suppose that Mr. X goes to his bank and asks to borrow $100. After 
investigating X’s resources, the banker decides to loan him the X 

signs a note promising to repay the $100 at some set future date;, anfl 
the bank is prepared to give him his $100. X may take the cadb,, bii; 
the likelihood is that the bank will simply add $100 to hie dbe^kmg 
account, on which he can write checks as ■ he wants to use it. In fthis 
case the bank has received no money in addition to what it pmewinuely 
possessed — ^yet Mr. X’s deposit (checking account) has been imereased by 
$100. The bank has “created” $100 of new deposits, increaring by this 
amount the total volume of means of payment. The bank has taken X’s 
debt (his promise to repay the $100), which could not serve as money, 
and given him in exchange its own debt, which constitutes widely 
acceptable money. This exchange has probably benefited both parties — 
the bank receives interest on the deposit it loans X, while in return he 
obtains use of the $100 for the period of the loan. 

Against this background, Mr. X’s $100 loan from the Hometoam Bank 
can be traced through in more detail, in order to investigate t3ae jaiocess 
of bank credit creation. Mr. X takes no money but receives s 
credit to his checking account. The bank’s balance sheet will nowaihow 
$100 larger demand deposits, while on the asset side loans have increBRi^ 
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flOO’since the bank has X’s promise to repay the $100.® Thus the balance 
sheet will still balance, but with each side $100 larger. The bank has 
'^created” $100 of checking deposit — ^the amount of cash has remained 
unchanged. The $100 is a complete addition to the. supply of money 
substitutes, and is somewhat the same as if the bank had simply printed 
$100 of paper bills. 

But having borrowed the money it is likely that X will spend it. 
Suppose he spends it all with one check a week later and the person to 
whom he gives the check comes and cashes the check at the bank, taking 
$100 in cash. This means that two things will now happen to the 
bank’s balance sheet. The bank will have paid out $100 cash, so the 
cash item will be that much decreased. But also since X has withdrawn 
his deposit by writing a check, the bank’s demand deposits have de- 
creased $100. That is, the bank has now paid the $100 it promised to 
pay at X’s demand. Let us compare the situation now with that before 
X went in to borrow the money. The bank has paid X’s check — hence it 
has lost $100 of cash. Deposits increased $100 when X received the 
loan, but he used his new deposit by writing a check on it, which wiped 
out the $100 increase, so now deposits are just what they were in the 
first place. But loans are still $100 more than originally since X still 
owes the bank the $100 he borrowed and spent. The balance sheet still 
balances (as is the most remarkable thing about balance sheets) , because 
cash has decreased by exactly the same amount as loans have increased 
so that both total assets and total liabilities are the same as before the 
loan. No matter what sort of transaction takes place the balance sheet 
will always balance afterward for there will always be two or more 
offsetting entries. 

It may clarify matters to trace through another simple transaction. 
Suppose that when X borrowed the $100 he had simply taken cash. In 
this case, the bank’s cash would have decreased $100, its loans have 
increased $100, and there would have been no effect at all on deposits. 
The loan would not be in the form of a checking account, so there would 
be no creation of credit. Money from the bank’s vaults would simply 
be paid out, increasing the amount of money in hand-to-hand circulation. 
It is only when loans are taken in the form of checking accounts that the 
banks can create credit. As a matter of fact, most loans are taken in 
this fashion. 

What happens when X repays the loan? Suppose he repays it with 
actual cash that he has obtained somewhere. This will increase the 
bank’s cash by $103 ($100 for the loan and $3 for interest) ; it will de- 
crease loans outstanding by $100; and it will increase profits, on the 
liabilities side, by $3. The bank now has $3 more cash than it had before 


* Banks ordinarily deduct interest on loans in advance. Thus the bank would 
give X, let us say, only $97 and keep the other $3 for interest; X would repay 
tije full $100. This process of deducting interest in advance is called “discoiint” 
nther than charging “interest.” However, this detail need not concern us here 
and we shall assume the interest to be paid when the loan is repaid. 



THE BANKS AND THE QUANTITY OF CREDIT 593‘ 

the loan was made, and its undivided profits have increased $3, so that 
both sides of the balance sheet are $3 larger than before. Otherwise the 
bank is back in its original condition. But in the meantime it has en- 
abled Mr. X to spend $100 (by writing a check) , thus effectively increas- 
ing the quantity of credit during this period by $100. 

Credit creation of exactly the same sort may take place through the 
purchase of bonds or other securities by the bank. Suppose that instead 
of loaning X $100 the bank buys a U. S. government bond and pays 
for it by giving the federal government a $100 checking account. Again 
credit has been created, except that this time it is the government which 
has the power to write the checks. In all these cases there has been 
a $100 increase in the means of payment without any increase in the 
actual money in existence. 

Limits to credit creation by an individual bank 

Why do not banks simply keep on expanding credit and earning interest 
on larger and larger amounts of loans and investments, if all they have 
to do is create new checking accounts? The answer is, of course, that 
there is always the danger that the depositors will ask for cash or write 
checks that have to be paid. Hence, if any banker were to expand his 
loans and investments very greatly by creating new credit he might be 
in a very tight spot if a large number of these new deposit owners were 
to ask for cash at the same time. The reason he is at all safe in holding 
deposits beyond the cash he has is that it is very unlikely that all his 
many depositors will ask for cash or write checks at the same time. But 
if he were to expand credit to, let us say, a hundred times the amount 
of cash he has, the demand of a very small proportion of his depositors 
for cash could exhaust his cash and force him to close the bank (in which 
case we should say that the bank had “gone broke,” as did so many banks 
during the recent depression when they were unable to get enough cash 
to meet the sudden cash demands upon them). The possible demands 
of depositors or recipients of depositors’ checks for cash execcise a very 
stringent restraint on the amount of credit a banker may safely extend 
through making new loans and investments. 

That bankers must keep certain amounts of cash in relation to the 
amount of deposits they have is required by law; each bank is required 
to have cash “reserves” equal to a certain per cent of its deposits. This 
is what is meant by “bank reserves,” The money that constitutes the 
bank’s reserve is not usually kept in its vaults. Instead the bank’s 
reserves are usually held by one of the twelve Federal Reserve Banks, 
but this is a detail that need not concern us at present. A bank can 
always get its reserve from the Federal Reserve Bank on a moment’s 
notice if the reserve is needed to meet depositors’ demands. 

Although reserve requirements for state banks vary somewhat accord- 
ing to state laws, for the greater part of the banking system the following 
reserve requirements were prescribed in late 1942. For all savings and 
time deposits, each bank was required to keep a reserve equal to 6 per 
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wsot of tiie deposits. This reserve is very low — supposedly savers are 
very unlikely to withdraw savings or time deposits on short notice, so 
that there is little necessity for the banks to have much cash reserve 
against them. If, however, peoiple do demand cash for their savings and 
time deposits in considerable numbers .(as has been the case during “runs” 
on bante in periods of financial crisis) , the banks are likely to find their 
cash reserves exhausted very soon, and they hesitate to enforce thirty- 
or sixty-day withdrawal notice provisions, which might be interpreted 
as signs of weakness. Because banks pay interest on savings and time 
deposits (usually 1 per cent or 2 per cent at present) but pay no interest 
on demand deposits, there is a special incentive to depositors to put their 
funds in savings rather than demand deposits whenever they do not want 
to write checks on the funds deposited, even though the funds are not 
long-period savings. The effect of this distinction between types of 
deposits is to lower substantially the required reserves for any given 
volume of deposits. 

The reserves that must be held behind demand deposits vary according 
to the size of the city in which the bank is situated. Banks in New 
York and Chicago must hold 20 per cent reserves; banks in “reserve 
cities” (roughly, cities smaller than Chicago but above 100,000 popula- 
tion) must also now hold 20 per cent reserves; and banks in all smaller 
cities must hold 14 per cent. These requirements are higher than those 
on savings deposits because banks must be ready to pay out demand 
deposits on a moment’s notice, which is not required in the case of 
savings deposits. Reserve requirements effectively set an upper limit 
on the amount of credit a bank can expand on a given amount of cash.^ 
Since the Hometown Bank in our example is in the smallest class town, 
its reserve requirement on demand deposits would be 14 per cent. This 
means that the Hometown Bank must always keep at least 14 cents 
in cash reserve for every dollar of demand deposits it has. If, then, it 
had $1404X)0 of cash reserve, the largest amount to which it could 
legally expand its demand deposits by making loans and investments 
would be $1,000,000. If its cash reserve were increased to $210,000, 
this would make it legally possible to expand its demand deposits up to 
roughly $1,600,000 (because $210,000 is 14 per cent of $1,600,000). If its 
cash reserve were decreased, this would lower the maximum volume of 
deposits that it might hold. 

There is always a pressure on the banker to extend as much credit as 
he thinks is safely possible, for he obtains no interest on his money while 
it is lying idle as reserve. Even though the rate obtained on loans 
or investments is low, it is advantageous to keep excess reserves at the 
lowest “safe” level. The major check on this expansion of ioans and 
investments on the basis of available excess reserves is, as previously 

* Reserves thus have another function, in addition to protecting depositors. By 
controlling the amount of bank reserves, the Federal Reserve and Federal Treasury 
have a direct means of influencing the amount of bank credit extended. This 
very important function of reserves sts a control device is emphasized later. 
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noted, the danger of loss of the reserves through cash withdrawals by 
depositors or through presentation of depositors’ checks for payment- 
In order to provide a safe margin above required reserves, bankers must 
keep excess reserves sufficient to meet ordinary and unexpected possible 
cash withdrawals without impairing the legally required reserves- 
Though bankers ordinarily can estimate fairly closdy what the demands 
for cash will be at any given season or time of the week, conservative 
banking practice demands that excess reserves somewhat above actual 
expected needs be kept. But the most important limitation on the power 
of an individual bank to expand credit to the legal limit on excess reserves 
is the fear of ‘^adverse clearing balances.” 

A simple example will indicate the significance of adverse clearing 
balances. Suppose that the Hometown Bank has $1,000 in excess re- 
serves, and that the Hometown banker decides to make loans on the excess 
reserves. He could legally expand loans and investments to $7,143 on this 
excess reserve, assuming a 14 per cent reserve requirement. (Since $1,00D 
is 14 per cent of $7,143, deposits could be increased by $7,143 and still 
remain within the legal requirement.) But if he were to begin such an 
expansion of loans and deposits, certainly some of his borrowers would 
write checks payable to persons who did not do business with the Home- 
town Bank. Suppose a loan is made to X in Hometown, who writes :a 
$100 check to Y in Chicago for new farm machinery. Y cashes the check 
at his bank in Chicago, and the Chicago bank immediately sends the 
check to the Hometown Bank to be redeemed in cash. The Hometown 
Bank deducts $100 from X’s account, sends the $100 to the Chicago bank, 
which has already paid f 100 out to Y; and the transaction's completed.® 
The Hometown Bank has lost $100 cash to the Chicago bank; $100 of 
the original $1,000 excess reserve has been lost by having a single small 
depositor’s check sent in by another bank to be paid in cash. And it is 
likely that many of those persons to whom the Hometown Bank has made 
new loans will send checks to persons banking at other institutions and 
the checks will have to be paid in cash. Therefore, the Hometown Bank 
would lose all its excess reserves in this manner long before it had ex- 
panded credit anywhere near $7,143. The fact that checks are apt to be 
written on it and presented for cash payment by other banks puts a very 
sharp restriction on the amount of credit that any individual bank can 
expand on any given excess reserve. Thus any bank expanding its loans 
and investments is likely to lose reserves because of “adverse clearing 
balances” as other banks present more checks that it must pay them than 
it has to present to the other banks for them to pay it. 

Ordinarily the checks written on any bank and presented to it for pay- 
ment by other banks will roughly equal the checks it has to collect from 
other banks. Thus, the Hometown Bank will ordinarily owe other banks 


® The process by which checks are collected and “cleared” between banks is 
tlist!USSe(d in more detail later. Attually little cash changes hands. 
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for checks written on it amounts roughly equal to the amounts due it 
because of checks it receives for collection. For example, X has sent a 
JlOO check to Chicago for his machinery, but a Chicago packing plant 
may send a check for $100 to a Hometown farmer for livestock, which the 
farmer cashes or deposits at the Hometown Bank, The Hometown Bank 
owes the Chicago bank $100 on X’s check, but this is offset by the $100 the 
Chicago bank owes on the livestock check. Although ordinarily these 
two types of checks will roughly offset each other, if the Hometown Bank 
expands its loans sharply while other banks do not, it becomes likely 
that checks written on the Hometown Bank will increase without a 
corresponding increase at other banks. Recognizing this likelihood, 
no banker would ever attempt to make new loans and investments any- 
where near $7,14S on $1,000 of excess reserves unless he had some special 
reason to suppose that he would not lose reserves through adverse clearing 
balances. Indeed, he will hesitate to extend new credit much beyond his 
excess reserves, in this case much beyond $1,000. 

What has been said thus far about banks and the quantity of credit 
may be recapitulated briefly: (1) one function of banks is to convert 
savings into investment, which function has no direct effect on the 
quantity of credit; (2) commercial banks are distinguished from savings 
banks and other such institutions in that commercial banks as a group 
do not simply loan out money that people deposit, but actually “create” 
credit; (3) legal reserve requirements set by federal or state authority 
definitely limit the amount of credit a commercial bank can expand on 
any given supply of reserves; and (4) the power of an individual com- 
mercial bank to expand credit even when it has excess reserves is sharply 
limited by the danger of adverse clearing balances and of cash with- 
drawals into hand-to-hand circulation. 

Credit creation by the banking system 

Any one bank attempting to expand loans and investments much 
beyond its e:^ess reserves when other banks are not expanding is sharply 
checked by the factors noted above, especially the likelihood of adverse 
clearing balances. But when the banking system is viewed as a whole, 
this limitation of adverse clearing balances disappears. Let us assume 
ngain that the Hometown Bank has $1,000 excess reserves, and that all 
other banks are loaned up to their legal limits. As the Hometown Bank 
begins to make new loans and investments, its reserves are gradually 
drawn away to other banks, limiting its credit expansion possibilities. 
But what the Hometown Bank loses, some other bank gains. Suppose 
the Hometown Bank makes a new loan of $100 (reducing its excess 
reserves by $14 to $986) , and the borrower writes a check that is" deposited 
in another bank. When this check is returned for collection, the Home- 
town Bank’s excess reserves are drawn down to $900, while the other bank 
has gained $100 of reserves and deposits, giving it $86 of excess reserves. 
The total bank credit extended has increased by $100, and the total excess 
reserves have decreased by $14, to $986. part of the excess being in each of 
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the two banks. Each bank is now in a position to expand loans and 
investments further on the basis of its excess reserves, but as each does 
so it will lose reserves to other banks through adverse clearing balances. 

As this process continues, the original $1,000 excess reserves of the 
Hometown Bank may get so spread out that each of 100 banks has' $10 of 
it, or each of 1,000 banks $1 of it. But what one bank loses another gains, 
and for the banking system as a whole there is no loss of reserves through 
adverse clearing balances. Therefore, adverse clearing balances do not 
make it impossible for all banks taken as a group to expand credit to the 
legal limit. The $1,000 of excess reserves would not permit one bank 
acting alone to expand credit much beyond $1,000, but the banking system 
as a whole may expand to the full $7,143 because of the absence of the 
limitation imposed by adverse clearing balances. 

Actually, most of the important cases of bank credit expansion have 
come when most banks are expanding loans and investments more or less 
simultaneously. Especially has this been true in the revival and boom 
phases of business cycles, when the expansion of b^nk credit plays a 
central part in increasing money demand for goods, which in turn tends 
to bring increased production and employment and higher prices. But 
even when the banking system as a whole is expanding in such cases, it is 
subject to the other limitation noted — namely, cash withdrawals into 
hand-to-hand circulation. When cash is withdrawn from any bank this 
decreases the total reserves of the banking system, and hence limits not 
only the expansion possibilities of the paying bank but also the expansion 
possibilities of the system as a whole. In good times such a cash with- 
drawal is likely to take place as business improves, thus limiting the 
expansion powers of the system below the legal limit of $7,143 on an 
original $1,000 reserve, and this limitation is reinforced by the traditional 
banking standards that demand a “safe” amount of excess reserves beyond 
expected needs. But the expansion powers of the banking system with 
banks expanding simultaneously are great and may account for tre- 
mendous increases in the money demand for goods and services. In crisis 
periods, runs on banks may account for large cash withdrawals, which 
similarly reduces the amount of credit the banking system can support. 

Contractibn of credit by commercial banks 

Just as commercial banks can and do expand or “create” credit through 
making loans and investments, so they can and do contract or “destroy” 
credit through calling in loans and investments. Thus if the Hometown 
Bank for some reason (let us say, fear as to the safety of the loans) 
decides to collect all loans coming due and to refuse to make any new 
loans, this would effectively decrease the total quantity of bank credit 
(deposits), just as making the new loans increased it. Moreover, if 
banks with small excess reserves have heavy cash withdrawals and are 
forced to call in loans to obtain the cash, every dollar of cash reserve 
lost ^necessitates the contraction of several dollars of loans and invest- 
ments. For example, if one dollar of reserves is the basis for five dollar^ 
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of oiitstanding loans and investments, then loss of each dollar of reserves 
forces contraction of five dollars of loans and investments. 

Just as the important cases of credit expansion have ordinarily come 
■when many or all banks expand together, so the important cases of 
oontraction have come when many or all banks are simultaneously calling 
ia loans and liquidating investments. The disastrous results that attend 
a mass contraction of bank credit are clearly indicated by the period 
following 1929. Bankers became alarmed and feared that customers 
would be unable to repay loans because of the deepening depression; hence 
they endeavored to collect loans as rapidly as possible, refusing to make 
new advances. Many securities were also rapidly liquidated by sale on 
the open market, ^multaneously people were withdrawing cash from 
the banks to hoard in safe deposit boxes, mattresses, old shoes, and 
wherenot, which forced the banks to call still more loans and to liquidate 
investments to get cash to meet withdrawals. By calling for payment of 
loans, banks forced borrowers to sell securities and stocks of goods at 
forced sale, just when deepening depression and pessimism made people 
most hesitant to buy and when the banks also were selling securities. 
Thus fimds to repay bank loans could be obtained only by taking large 
losses on securities and goods sold. And the greater the losses sustained, 
the more worried bankers became about the security of remaining out- 
standing loans and the harder they pressed for repayment, reinforcing 
the downward spiral of deflation and liquidation. Thus the process of 
credit contraction, once well started in a time of uncertainty and deepen- 
ing depression, is likely to force bankers to contract credit drastically in 
order to protect the solvency of the banks, a variety of contraction that 
strongly reinforces the cumulative downward spiral of deflation. This is 
only one small segment of the process of deepening depression, but it 
shows partially the role that may be played by bank credit contraction 
in the downward spiral. Fuller discussion of the part played by the 
banking system in business cycles will be undertaken in considering booms 
and depressions. 

Critics have emphasized that banks act like little individual “mints,” 
coining and destroying credit just as the federal mints coin and destroy 
actual money. This is not properly a criticism of bankers themselves, but 
rather of the banking system, which leads th^ to expand loans and 
investments greatly during boom times in the search for maximum profits 
and which forces them to contract loans and investments drastically in 
crisis periods in an attempt to maintain the solvency of their banks — 
even though this expansion and contraction lead to much more severe 
booms and depressions than would otherwise occur. The fact that banks 
are required to hold only small fractional reserves behind deposits makes 
it possible for them greatly to expand loans and investments on relatively 
small reserves, and the desire for profit leads them to take advantage of 
tliis expansion possibility. The fact that expansion has gone so far forces 
drastic contraction in,bad times when depression sets in. This creation 
and destruction of credit are possible only because banks do not have to 
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hold 100 per cent reserves behind deposits. And the lower the percentage 
of reserves required, the greater becomes the expansion possibility in 
good times and the likelihood of very drastic contraction in bad times.® 

® In view of the important part bank credit expansion and contraction play in 
business cycles, some critics advocate requiring 100 per cent reserves behind all 
bank deposits, thus mitigating the reinforcing part bank credit plays in booms and 
depressions. It is argued that this step would do much toward lessening the 
severity of business fluctuations. And its advocates point out that businessmen and 
others wishing to borrow could continue to do so, through ^^savings and loan organ- 
izations’^ that would receive funds that savers wanted to invest and loan these 
savings to businessmen or others wanting to use them. Such organizations could 
loan out only as much as savers deposited, rather than being able to create credit 
as the banks do at present. The present banks would presumably be split into 
two parts: one part to act as a storehouse for funds that savers simply wanted to 
keep idle for checking or other purposes, on which depositors would probably have 
to pay storage charges; the other part to act as a savings and loan organizaticm to 
receive savings, paying interest on them^ and to loan out these savings at a 
somewhat higher rate of interest in order to obtain funds to pay expenses, in- 
terest to savers, and have some profit left over. 

Undoubtedly the plan has merit, but there are important diflSculties involved; 
perhaps most important are that of transition to such an arrangement, and that of 
other ^^money substitutes” that might arise. The proposal and the problems it 
raises are too complex for detailed discussion here. It is important to see that 
by increasing the reserve requirements behind deposits we should eliminate more 
and more of the part that bank credit plays in making business fluctuations so 
severe. But it is equally important to recognize that the 100 per cent reserve plan 
would not by itself be anytWg approaching a ^^cure’^ for general business, fluctua* 
tions. 



CHAPTER 40 


The Price Level; or the Value of Money 

What Is Meant by the "Value of Money"? 

Wh trsuALLV state the values of things in dollars and cents. Using money 
as a standard or common denominator of value is a more convenient 
method than stating that the value of a radio is a sack of flour plus a 
sweater plus half a dozen eggs plus a lipstick plus a pork chop plus the 
rest of the group of goods and services that the radio could be exchanged 
for. Thus when we say the radio is worth $50, we are really saying that 
it is worth any group of goods and services which can be obtained for $50. 
The money is merely a common denominator — a short-cut for listing all 
the innumerable combinations of goods and services that can be obtained 
for $50. The study of individual prices in traditional “price and distri- 
bution theory” is devoted largely to determining why the value of any 
particular commodity or service is what it is relative to other goods and 
services. For example, this means explaining why one orange will be 
worth two apples, even though we say that one orange will be worth a 
nickel while apples are two for a nickel. So far as price and distribution 
theory is concerned, the prices could just as well be 10 cents and 5 cents 
or $2 and $1 — without specific consideration of money as such, economic 
analysis is concerned only with relative, not absolute, prices. 

Suppose the price of oranges goes up from 5 cents to 7 cents apiece. 
This may mean that the 7 cents that you must now spend to buy an orange 
requires giving up more of other things than were foregone in spending 
5 cents to get an orange before. That is, other prices may have remained 
unchanged while that of oranges varied. But other prices may have risen 
too. Suppose that for some reason the price of apples and of bananas has 
gone up in just the same proportion as that of oranges. Then, although the 
price of oranges has risen, the relative value of oranges as compared with 
apples and bananas is precisely what it was before the price rise. And 
if we suppose that the prices of all goods and services rise in exactly the 
same proportion as the price of oranges, the relative value of .every good 
and service would be absolutely unchanged although the prices of all of 
them would be different — higher by some 20 per cent. In this case, while 
the relative values of all other things have remained unchanged, the value 
of money (of the common denominator) has changed. One dollar will no 
longer buy as many goods and services as it would before. The value of 
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the dollar has fallen relative to the value of all other things, just as in the 
first case the value of the orange had risen relative to the value of all other 
things. Fewer goods and services can be obtained for one dollar; it takes 
more dollars to get the same goods. 

It is more common to speak of changes in the price level than of changes 
in the value of money. In the above example, the value of money has 
fallen and the price level (average of all prices) has risen. The two are 
simply different ways of saying the same thing. The value of money 
varies inversely with the price level. To use a more realistic example, 
in 1929 an income of $1,500 would have been sufBcient to obtain a certain 
group of goods and services equal roughly to what was called by some a 
“subsistence standard of living.” In 1933, on the other hand, this iden- 
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Fig. 40 — 1. Wholesale price level, 1750-1941 (1926=100).* 

* Warren and Pearson index to 1890, from Wholesale Prices, 1931, U. S. Bureau of 
Labor Statistics, pp. 112-114; U. S. Bureau of Labor Statistics index since 1890. 

• 

tical collection of goods and services could have been obtained with an 
income of around $900. That is, the price level fell very sharply in the 
depression following 1929, which meant that the value, or purchasing 
power, of each dollar was much greater in 1933 than in 1929. (It hardly 
needs be pointed out that it does not follow that people were therefore 
better off. The price level fell sharply, but incomes also fell.) 

Figure 40 — 1 indicates roughly the great fluctuations of the wholesale 
price level from 1760 to 1941. The very large fluctuations show clearly 
that money (the dollar) has not been a stable standard of value. On the 
contrary, money has proved to be a very unstable common denominator. 
It is as if the yardstick had intermittently stretched to 6 feet. and then 
contracted to 18 inches. This instability is not necessarily inherent in 
money — it is partly a result of the nature of money and credit^ partly a 
result of bad management of that money and credit, and partly a result of 
nonmonetary forces. 
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Price Indexes and Price Level Changes 

In the illustrative example just presented it was assumed that all prices 
rose in the same proportion, the value of money falling in the same degree. 
It is almost inconceivable that this should actually happen. Even in such 
a sharp price decline as that following 1929 not only did some prices drop 
much faster and farther than others, but a few even rose slightly for 
■peciall reasons (for example, anhydrous ammonia, for which new uses 
were; found) . Yet, though not all prices fell, we say the price level fell 
decaoiise there was a fall in the average of all prices. Four hypothetical 
paiiccs may be taken as an example to illustrate the means of telling 
whether their average went up or down between 1929 and 1933 and how 
much. 


TABLE 40—1 

Hypothetical Price Level fob 1933 with 1929 as Base Year 


1929 1933 

Cotton, per lb 6 cents = 100% 2 cents = 33% (of the 1929 price) 

Peanuts, per lb 16 cents = 100% 10 cents = 67% ( “ “ “ “ ) 

Ammonia, per pint .. . 50 cents =100% 55 cents =110% (“ “ “ “ ) 

Apples, per lb 6 cents = 100% 3 cents = 50% ( “ “ “ “ ) 

4 )400% 4)m% 

100% — price 65% — price 

level in 1929 level in 1933 


Using 1929 as the “base year,” the price of each item in that year is 
100 per cent of itself; this is what is meant when it is said that “1929 is 
taken as 100.” Then the percentage that each 1933 price is of the 1929 
price of the same commodity is computed. For example, the 2-cent price 
ef cotton is only 33 per cent of the 1929 price. This 33 per cent is the 1933 
“price relative,” since it shows the relation of the 1933 to the 1929 price. 
To find the average amount prices have declined (the decline in the price 
level), the four price relatives for 1933 are averaged by adding them 
together and dividing by four. Thus the 1933 average is 65 per cent; 
put in other words, the price level has declined from 100 in 1929 to 65 in 
1933. (The per cent is usually omitted for convenience.) The 100 in 
1929 and the 65 in 1933 are called “index numbers” or indexes of the price 
level. Of course most price indexes include more commodities, but the 
process behind them is similar. 

; This very simple method of calculating price level changes is likely to 
give misleading results, however. It tacitly assumes that cotton, peanuts, 
ammonia, and apples are of 4qual importance. That is, a 10 per cent 
sbange in the price of peanuts influences the index exactly as much as a 
10 per cent change in the price of cotton or a 10 per cent change in the 
price of apples. Actually cotton is tremendously more important in the 
•conomy than peanuts or apples, and it seems logical that a change in the 
pri<je of cotton should affect the index more than minor products. To give 
added importance in the index to more 'mportant commodities, each price 
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fe ^usually *^w©ight6<i” acccH^ding to its relative impovtaBco among thei 
priees being nsedf^tbat is, more important commodities are given greater* 
weight than the less impOTtant ones. The commonest method is to. weight 
each commodity m proportion to its inaportance in the total expenditurea 
involved. For example, suppose 300,000,000 pounds of cotton were sold 
in 1933 at 2- cents per pound, then total expenditures on cotton that year 
would be $6,000,000. Suppose 1,500,000 pounds of peanuts were sold at 
10 cents per pound, then total expenditures on peanuts would be $150,000. 
Suppose 100,000 pints of ammonia were sold at 55. cents per pint, the total 
expenditures on ammonia would be $55,000. And suppose 20i,000,OOQ 
pounds of apples were sold at 8 cents per pound, the total expenditures on 
apples would be $600,000. Total expenditures on the whcde list would 
then be $6,805,000. The respective weight of each of the four com- 

TABLE 40—2 

Htpothetical Weighted Prigs Liivel fob 1933 and 1935 
WITH 192ft AS Base Yeah 

1933 1935 

Rela-i ftelat ' 



Price 

live 

Weight^X^ 


Price 

live Weigh f R X W 

Cotton, lb. 


33 

88 

2904 

Cotion, lb. . . 

4^ 

67 

86 . 

5762 

Peanuts, lb. . 

m 

67 

2 

134 

Peaiiuts, lb. . 

12< 

80 

3 

240 

Ammonia, pt. 

m 

UO 

1 

110 

Ammonia, pt. 

5fi^ 

110 

2 

220 

Apples, lb. 

3?* 

50 

9 

100 

450 
) 359S 
.369 
or 

Apples, lb. . . 

# 

67 

9 

lOQ 

603 

16825 

.68 

or 


1933 weighted price level — 36% 1935 weighted price level— 68% 


modities would be the per cent it is of the total e:tpenditures. Thus, 
cotton would have a weight of 88, peanuts of 2 +, ammonia of 1 — , 
and apples of 9, out of a total weight of 100. 

Having obtained the weights to be used for each commodity in' 1933 
the weighted price level for 1933 can be obtained, still taking 1929 as the 
base (100 per cent). First, as before, the relative price of each com* 
modify in 1933 as compared with 1929 is computed. For example, cotton 
was 6 cents in 1929, 2 cents in 1933 — the relative for 1933 is 33 per cent. 
Second, each 1933 price relative is multiplied by its weight. For ex*- 
ample, the relative of 33 for cotton is multiplied by its weight of 88, 
getting 2,904, and the same process is followed for each of the other 
commodities. Third, these results are added for all four eommoditie?, 
and divided by the sum of the weights (that is, by 100). The quotient 
is the 1933 weighted price index of 36 per cent. 

This process is illustrated in Table 40—2, which gives the 1933 price, 
the 1933 price relative to 1929 price, the 1933 weight, and the result of 
multiplying the relative by the weight, for each commodity, and the 
totals necessary to obtain the 1933 weighted index. An index for 1935 
is calculated in the same way to show how the results might look .as prices 
again began to rise. The 1935 price relative is also computed on the 1990 
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base for each commodity, and then multiplied by its weight. As indicated 
by the table, it is assumed that the relative importance of cotton was 
somewhat decreased in 1935 as compared with 1933, with corresponding 
increases in the relative importance of other commodities. Using the 
altered weights and the prices shown, the 1935 index is found to be 68. 

In comparing the weighted price index for 1933 (Table 40 — ^2) with the 
unweighted index for that year (Table 40 — 1), it becomes evident that 
the weighted index shows a much greater decline from 1929. This is 
because it gives more influence to cotton, which fell very sharply in price, 
and less influence to minor commodities, which either fell less or even 
rose in price. Although this hypothetical example is much too small to 
represent reality, it does show the method used if a real price level index 



Fig. 40 — 2. Varying price levels, 1855-1932 (1913= 100).* 

♦Reproduced from F. Cyril James, The Economics of Money, Credit and Banking 
(Ronald Press, New York City, 2nd ed., 1935), p. 616, by permission of the copyright 

owner. ' 

€' 

is to be derived, and indicates the more meaningful results given by a 
weighted index. For example, the United States Bureau of Labor Sta- 
tistics uses 784 different prices in calculating its index of wholesale prices, 
but it uses this weighted method. Virtually everyone agrees that weighted 
index numbers must be used if meaningful results are to be obtained. 

So far it has been tacitly assumed that there is just one price level 
(“the" price level) and one price index. But one may equally well talk 
about a number of different price levels — areally different segments of a 
general price level. Thus there may be indexes of wholesale prices, or of 
retail prices, or of the cost of living, or of some other group of prices. 
Although all of these would be likely to give somewhat similar results over 
any given period, they would usually diverge somewhat, possibly a good 
deal. 

Figure 40 — 2 shows the movements of various Unitel States price levels 
over three fourths of a century. What index is best to use in any case 
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depends primarily on what one wants to use it for. If the purpose is to 
measure changes in the cost of living for any group, the logical choice is 
an index composed of prices of the goods and services consumed by the 
group in question — for example, retail prices on food, clothing, furniture, 
rent, light, heat, and so on. But if the purpose is to study the business 
cycle, an index of wholesale prices is much more useful because it fluctu- 
ates more quickly and widely in response to changed business conditions. 
Other purposes would call for other indexes. 

By “the” price level is usually meant an average of all prices, and it is 
this general average that is usually meant when “the value of money” is 
discussed, even though the “value of money” to any one person or group 
might be more accurately measured by a price index including only prices 
of those goods and services that the person or group buys. An examina- 
tion of the elements involved in determining “the value of money” and 
changes in its value not only helps to provide an explanation of changes 
in “the” price level, but the procedure used is also applicable to any 
particular price level which may be of interest. Actually, it is the fact 
that different prices and groups of prices change at very different rates 
that makes price level fluctuations of such great significance, as will 
become increasingly evident. 

Price Level Changes and the Distribution of Income 

Not only are there many different price levels, but within each price 
level there is likely to be a considerable diversity of change among the 
various individual prices included. When price levels are changing, some 
whole groups of prices move more rapidly than others. For example, 
retail price changes usually lag behind wholesale, and finished goods prices 
behind raw material prices. The wages of nonunion workers typically 
rise more slowly than wholesale prices and the cost of living, while the 
wages of unionized workers are likely to rise more rapidly. Some con- 
tracts are made for long periods ahead and hold to their oijiginal prices 
regardless of price level changes. Rates of return on different kinds of 
investments vary greatly with changing price levels. 

The fact that various prices change at different rates, especially in 
booms and depressions, means that some persons gain relative to others 
as prices change. To take a very simple example, if a teacher has a 
three-year contract at $2,000 and the prices comprising his cost-of-living 
rise, his real income is decreased. Although he still receives the same 
money income (price for his services) , the purchasing power of this income 
is decreased by the higher prices he must pay for what he buys. This 
simple example is indicative of the general principle that changing 'price 
levels involve special gains and losses to various groups largely because 
oj the fact that some prices change more rapidly than others. 

Table 40 — 3 gives a rough indication of the relative positions of persons 
receiving incomes from different sources in 1929, 1932, and 1935, a period 
of very sharp price level changes. All figures in the table are percentages. 
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showing the relation of 1932 and 1935 to 1929. The first horizontal row 
of figures shows the relation of the national money income in 1929 to that 
in 1932 and 1936. The second row shows the movement of the cost of 
living over the same years. Dividing the cost of living into the money 
incomes people received gives the purchasing power of incomes over the 
Hems included in the cost of living index. This purchasing power of 
money incomes is shown in the lower portion of the table, first for all 
incomes, and then for the income received from various functional sources, 
The table shows that the total income received as dividends suffered 
relatively the greatest drop in purchasing power, while interest income 
actually rose considerably in purchasing power. Interest payments fell 

TABLE 40—3 

Purchasing Power op Incomes from Different Sources (1929-1935) ’* 



1929 

1932 

1935 

Mo^ey Incomes as a Whole . 

100% 

62% 


Cost of Livipg Index, by which Money Incomes 

are Cmaverted into Purchasing Power 

100 

80 

81 

PURCHASING POWER 

All Incomes (except compensation for injuries, 

pensions, and relief) 

100 

78 

84 

Wages and Salaries 

100 

76 

86 

Interest 

100 

124 

101 

Dividends 

100 

58 

60 

Entrepreneurial Incomes 

100 

66 

73 


♦Income figures from National Bureau of Economic Research Bulletin No. <56 (lOliT). 
Table lY. The incQme figures were first related to 1&29 as a base year ; and tlu'n in the 
Imver half of tlie table converted Into purchasing power figures by dividing by the cost of 
living index. 

♦♦ Cost of living index of the U. S. Bureau of Ijabor Statistics. 

relatively little between 1929 and 1932, while the cost of living fell rapidly, 
so the purchasing power of interest income rose substantially. The term 
“entrepreneurial incomes"^ is of course a heterogeneous combination of 
profits, wages of management, and interest on investment. 

Although the table shows very roughly what buppened to the purchas- 
ing power of persons receiving income from these various sources as the 
economic system passed from prosperity to deep depression to partial 
recovery, it is important to remember that these figures show only the 
purchasing power of broad functional income groups. Within these 
groups, various individuals may have been very differently affected. 
For example, it is slight consolation to a bondholder whose interest has 
been defaulted to know that the purchasing power of interest-receivers 
as a group increased during the depression. Nor was it much consolation 
to an unemployed man to knaw that the purchasing power of wages and 
salaries as a group increased from 1932 to 1936. On the other hand, 
w'orkers whose wages or salaries remained fixed during the depression 
found their purchasing power sharply increased (assuming that they 
remained employed), even thoi^^ the purchasing power of the wage and 
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salary group dropped sharply from 1»29 to 1933. In addition to the 
fact that there were great differential effects within groups, it must he 
remembered that large numbers of people receive incomes from more 
than one source so that for any individual it may be necessary to combine 
two or more of the income indexes. 

From these considerations it should be clear that one cannot generalize 
very accurately about the effects of changing price levels on broad 
occupational or institutional groups. The following paragraphs attempt 
only to set forth a few of the most basic conclusions that may be drawn. 
Since except for war periods the sharpest price level changes come in 
booms and depressions, and since in the slower price level changes it is 
much easier for slowly changing incomes to be adjusted to changing prices, 
it is advantageous to approach the problem primarily through price level 
changes in booms and depressions, even though a complete discussion 
of these effects is impossible until after analysis of general business 
fluctuations. 

The basic underlying proposition is simple : If one’s income lags behind 
rising prices for the things he buys, his purchasing power is decreased; 
if one’s income lags behind falling prices for the things he buys, his 
purchasing power is increased; if one’s income changes either way at 
the same rate as prices of the things he buys, his purchasing power is 
unchanged. One of the simplest cases, that of persons receiving incomes 
fixed in money terms over rather long periods, may be taken to illustrate 
the application of this principle. Take for example an elderly gentleman 
living on the interest he receives from savings invested in fixed-interest 
bonds. If the price level of things he buys goes up, the purchasing power 
of the fixed interest receipts decreases proportionately. Fixed-interest 
bonds are likely to be a relatively bad investment in periods of rising 
prices. The holder of such securities suffers greatly from inflation, and 
there are many individuals and institutions (such as schools, hospitals, and 
charitable foundations) in this bondholding group. On the other hand, 
it is commonly stated that bondholders gain from falling priceg, since with 
lower prices their interest receipts will buy. more goods and services than 
previously. This is so if the bond interest is received, but since sharply 
falling prices are usually associated with business depression many firms 
are unable to make interest payments in such periods. Holders of high- 
grade bonds are therefore likely to gain in purchasing power with falling 
prices; holders of low-grade l^nds may well lose all or part of their 
interest income through default. 

The position of creditors 

These statements about the position of bondholders under rising or 
falling prices are applicable to creditors in general. If the creditor’s 
income is relatively fixed in money terms, he loses from rising prices of 
the things he buys, and he gains from falling prices if his income is paid 
in spite of the falling prices and worsened business conditions that usually 
accompany them. This may be illustrated by a salesman or clerical 



608 THE PRICE LfiVEt— THE VALUE OF MONEY 

worker who is paid a definite yearly salary. If prices rise while his 
iralary remains unchanged, his purchasing power is decreased; if prices 
fall while his salary remains unchanged, and he keeps his job, his purchas- 
ing power is increased. If he loses his job, obviously his purchasing power 
is decreased in spite of the lower prices. The main difference between the 
salaried employee and the bondholder is this: the income of the bond- 
holder is fixed over the life of the bond, while the salary of the employee is 
likely to be adjusted within a year or two if prices and business conditions 
change drastically. Since this adjustment in salaries ordinarily takes 
place rather slowly, salaried employees’ incomes usually lag behind price 
level changes and salaried persons are therefore temporarily in the same 
position as bondholders. Their purchasing power is likely to fall at least 
temporarily during price level increases and rise temporarily during price 
level declines if they are fortunate enough to keep their jobs. 

It has long been a standard textbook proposition that wage earners are 
in a position similar to that of salaried employees except that wages are 
adjusted somewhat more rapidly than salaries. Therefore it is commonly 
said that wage earners lose purchasing power with rising prices and gain 
it with falling prices. This statement is at best a half-truth as applied 
to recent years. There are two major modifications to be made. First, 
even though wage rates lag behind rising prices the real incomes of many 
workers rise because they get more work with higher prices and better 
business conditions. Conversely, even though wage rates lag behind 
falling prices, the real incomes of many workers decrease because they 
get less work with lower prices and worsened business conditions. Second, 
it is no longer accurate to generalize that wages lag behind rising prices 
since now organized labor has become so strong in many fields. For 
example, in numerous major fields wage rates rose more rapidly than 
prices during the recovery following 1933. By comparison, the wage rates 
of unorganized workers lag more behind rising prices and lag less behind 
falling prices — ^that is, they rise more slowly and fall faster. Whether the 
unorganize(^ workers as a group are therefore worse off than organized 
groups with rising or falling prices depends on whether the increased 
employment they receive because of lower wage rates more or less than 
offsets the lower wage rates. With good times and rising prices it is 
generally safe to say that unorganized workers are the worse off in terms 
of purchasing power because they probably w;ould have been hired even 
at higher wage rates. With bad times and falling prices it is an open 
question whether the high wage rates maintained by particular unions, 
resulting in less employment, give these unionized workers higher real 
incomes, than those of workers with lower wage rates but more work; 
those union workers who keep their jobs at the high wage rates are better 
off, but taking the groups as wholes the question is not easy to answer. 
In large part the conclusion depends on the monetary policy pursued by 
the government in checking deflation. Wage rates held high in particular 
industries while product prices fall result in unemployment. But if the 
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government takes steps to check the decline in prices and to maintain 
investment activity, high wage rates may not mean unemployment. 
Until the problem of business fluctuations and economic policy to allevi- 
ate them has been considered, it is impossible to say more than that the 
effect of changing price levels on wage earners varies greatly from group 
to group depending on the circumstances of each situation. 

The position of debtors 

Debtors owing sums relatively fixed in money terms (for example, 
individuals who have borrowed money or corporations paying interest on 
bonds) gain from higher prices because each dollar paid out means less 
purchasing power given up. They are in an unfavorable position when 
prices fall since each dollar paid represents a greater sacrifice of purchas- 
ing power. Moreover, if bad business conditions force them into default 
and bankruptcy both they and their creditors lose. 

Entrepreneurs are in a sense the largest debtors in society because it is 
they who pay out incomes to owners of productive agents, although of 
course there are many nonentrepreneurs who are debtors. To the extent 
that the payments made for productive services (that is, costs) lag 
behind rising selling prices, entrepreneurs make increased profits. To 
the extent that payments made for productive services (that is, costs) 
lag behind falling selling prices, entrepreneurs suffer increased losses. 
As a matter of observed fact, most payments made for productive services 
do lag behind selling prices, in both rising and falling price periods. 
Therefore, ordinarily entrepreneurs make profits with rising price levels 
and suffer losses (or make smaller profits) with falling price levels. In- 
deed, this is one of the essential reasons booms and depressions continue, 
once started. With falling prices but lagging costs, losses are suffered, 
resulting in curtailed production, employment, and workers’ incomes-— 
these curtailments in turn lead to decreased spending and still lower 
prices, and so on in a downward spiral. Roughly the reverse is true in 
a boom. The matter of entrepreneurial profits is closely ((^pendent on 
business conditions and changing price levels, and all three are so closely 
interdependent that discussion of any one in isolation is unreal. 

Since stockholders’ incomes (dividends) depend largely on the profits 
made by corporations, stockholders’ incomes tend to fluctuate directly 
with changing price levels and business conditions. Therefore, common 
stock is often considered a good buy in periods of rising prices since 
higher dividends are likely to be forthcoming, a bad buy in periods of 
falling prices since dividends are likely to be decreased. The stock- 
holder reaps large dividends in good times; in depression he is apt to go 
empty-handed. However, with both stocks and bonds it is necessary to 
know not only expected returns (interest or dividends) but also expected 
security prices in relation to present prices in order to determine the 
“best” investment. For example, even though a stock selling for $100 
is likely to pay only $5 dividends, while a bond at the same price may 
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pay |6, if the price of the stock now seems likely to go up to $150 with 
higher prices and better business, the stock would be a “better buy.” 
Conversely, even though the stock now pays $8 a year and the bond only 
•$6, if the price of the stock is now likely to fall with falling prices and 
worsening business, the bond may nevertheless be the “better buy.” Thus 
in booms and rising prices many people buy common stocks both because 
•of expected dividends and expected rises in stock prices, and the result- 
ing demand for stocks is a primary factor leading to realization of the 
expected higher prices. In depressions, people tend to sell stocks both 
because of expected lower dividends and expected declines in stock prices, 
and this very selling of stocks is a primary factor leading to realization 
of the expected lower prices. On the other hand, the tendency is to sell 
Jiigh-grade bonds during booms and rising prices, and to buy high-grade 
bonds during falling prices and depressions, because of the different nature 
of the return and risk on high-grade bonds. Here it again should be 
apparent that we cannot meaningfully talk simply of price changes, but 
must bring in also the changing business conditions that ordinarily come 
with changing price levels. 

Lastly, the position of the farmer under rising and falling prices is 
worth special mention. Rising prices and improved business conditions 
mean higher prices for farm products, and higher prices for seed, fertilizer, 
machinery, and the goods farmers consume. But as a matter of observed 
fact, with improving business conditions and rising price levels, prices 
of farm products have usually risen more rapidly than either the prices 
of productive agents used by farmers or the retail prices they have to 
pay. Thus, the real income of farmers is likely to be markedly increased 
-in periods of rising prices. Moreover, if the farmer has a mortgage his 
payments are easier since they involve giving up less purchasing power 
with higher prices. And if the farmer owns his farm, he will be able to 
.sell or rent the farm at a higher figure on account of improved profit 
prospects in farming. Few classes gain more from rising prices than 
farmers. 

But tJie picture is reversed if prices fall and business conditions worsen. 
Just as farm product prices usually rise very rapidly in boom periods, 
so they fall more rapidly than most other prices with worsening condi- 
tions. Since farm product prices fall more rapidly than the prices of 
productive services used by farmers and than retail prices paid by farm- 
•ers, the real incomes of farmers are drastically decreased in falling 
price periods. Moreover, many farmers have mortgages, and falling 
prices make these mortgages harder to meet, especially when the morv- 
gage has been made in a period of high farm prices and land values. 
Even though the farmer owns his own farm, he is unable to sell or rent 
it except at sharply decreased figures. Owing to the very flexible nature 
of farm product prices relative to prices farmers have to pay, farmers 
are likely to be more drastically affected than most other groups by 
booms and depressions, by rapidly changing price levels. 

This sketchy summary of the effects of changing price levels on various 
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groups should indicate especially two things: first, that changing price 
levels affect different groups differently only because different prices and 
incomes change at the different rates; and second, that the whole prob- 
lem is closely tied up with the problem of booms and depressions, a 
relation that remains to be explored in more detail later. 



CHAPTER 41 


Spendins, Trade, and the Price Level 
The Equation of Exchange 

In discussing the interrelations of monetary conditions, price level 
changes, and general business conditions, it is helpful to start with a very 
simple equation that provides a tool for investigating the major factors 
at work. This equation is first set forth briefly, indicating the inter- 
relations involved, and then each of the factors included is considered 
at more length in following sections. 

Statement of the equation 

The “equation of exchange” in its simplest form is usually written 
MV = PT. M stands for the amount of money and credit; V stands for 
the velocity of circulation of this money and credit; P stands for the price 
level ; T stands for the number of units sold, sometimes called “transac- 
tions.” The whole equation applies to some definite time period under 
consideration. 

M is the total amount of money and credit in existence during the 
period under consideration. But this quantity, M, may of course change 
hands frequently or only slowly. Suppose you spend a dollar in the 
drugstore this morning. It is later given as change to another customer, 
who in turn spends it for groceries. Later the groceryman pays it to a 
clerk as part of his week’s wages, and the clerk pays it to the clothing 
merchant for a new shirt. The one dollar which you had this morning 
has changed hands several times, carrying on four dollars’ worth of 
transactions (three purchases and one wage payment). In this case 
the “velocity of circulation” of the money was 4 for the time period con- 
sidered, and it is this velocity for which the V in the equation stands. 
To find the total volume of expenditures in any given time period it is 
necessary to multiply the amount of money and credit by its average 
velocity of circulation. This MV is sometimes called “total monetary 
demand”; it is the total amount of expenditures in the period. 

During the same time period, the total number of units of goods and 
services sold may be represented as T. The total number of units sold, 
multiplied by the average price per unit, gives the total receipts of sellers 
of goods and services. The price level is simply an average of all prices; 
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therefore P stands for the average price per unit, which is simply another 
way of representing the price level, and PT represents the total amount 
received by sellers in the given time period. From this it is clear why 
the “equation” necessarily holds true, for it simply states that the amount 
spent in a given time period is the same as the amount received. It 
should be evident that the equation is merely a truism — it tells nothing 
whatsoever about which are the causal factors and which the results. 
It is useful only because it facilitates consideration of the interrelations 
of the various factors involved. 

If people want to emphasize the price level, they sometimes write the 
equation, — P, which sets the P alone.. Obviously, the equation is 

still true, because it simply states that the total expenditures divided by 
the number of units sold gives the average price per unit. Again it is 
simply a truism — it tells nothing about causal relations. 

Interrelations of the factors in the equation 

A simple arithmetical example, using hypothetical figures, may be used 
to show some of the possible interrelations of the factors in the equation. 
Suppose that M is $5,000,000; that F is 5 per year; and that T is 25,000,- 
000 units sold. Substituting these figures in the equation we should get 
5,000,000 X 5 = P X 25,000,000, so that P would be 1 in this case. 

Suppose first that the total amount of money and credit remains the 
same, but that the people spend their incomes faster after receiving them. 
This means an increase in velocity of circulation (F) , because now each 
dollar, on the average, gets spent more times during the year. This 
increased total monetary demand will mean either that prices rise or that 
more units are sold at the same prices, or both to some extent. Since the 
equation is a truism, the increased monetary demand must be reflected 
in either increased P or T, and this of course is only common sense. If 
the number of units sold rises in proportion to the increased monetary 
demand, there will be no increase in the price level. • 

Putting this case in arithmetical terms, • suppose F increases to 10. 
The MV will be $50,000,000, and PT will rise accordingly. If the T 
remains constant at 25,000,000, the price level will double, rising to 2 
with the doubled monetary ' demand. If the T should double, there 
w'ould be no change in the price level. Actually, probably both P and T 
would rise with such an increase in monetary demand. 

In case of increased monetary demand, is the effect likely to be on the 
price level or on the number of units sold? Very loosely, one may say 
that if the increased monetary demand comes in a period of full employ- 
ment of men and machines, the result will* be primarily on the price 
level, since it is very difficult to produce more goods and services for sale. 
If it comes in periods of widespread unemployment, the result is more 
likely to be an increase in the number of units produced and sold. MV 
is the amount offered for all goods and services; IP 4s the number of units 
of all goods and services supplied. When the amount offered for a single 
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^ 5 b 6 d or for ail goods and services together increases, either there will be 
an increased number of units supplied for sale or the price per unit will 
l^ise. There is a close parallel between the case of the individual price 
ahd that of the price level, when thought of in this fashion. 

In this example it was assumed that for some reason V increases, and 
possible results were indicated. It would have been equally reasonable 
to begin by assuming a change in M or T, or by assuming decreases in 
any of these factors. If M increases and V remains constant, then either 
P or T will increase in the manner indicated above. An increase in the 
amount of money and credit and an increase in velocity have the same 
type Of effect on trade and the price level. If T were to increase for some 
reason, without any increase in total monetary demand, the result would 
be lower prices. The amount offered would have increased while money 
expenditures remained constant, resulting in falling prices; and con- 
versely with an assumed independent decrease in T. If the equation is 

written = it may loosely be considered a sort of demand and 

supply analysis for all goods and services, with P the resulting average 
price. 

Care must be taken, however, to avoid the assumption that the price 
level is simply the effect of causal changes in the other factors. A change 
in monetary demand may lead to an increase in T or P or both, but an 
increase in T or P may equally well lead to an increase in total monetary 
demand. To carry on the simple example of the preceding paragraphs, 
the higher prices and increased volume of sales are likely to mean greater 
business activity and employment, which means that incomes are larger 
and optiniism more prevalent. V increases because entrepreneurs spend 
their receipts more rapidly on Wages, raw materials, new machinery, and 
so' on, and income-receivers likewise spend more freely on consumption. 
The increased P and T are thus likely to lead to an increase in V. M 
is also' likely to be increased, fbr in such periods banks are likely to make 
new loans and investments, thereby expanding bank credit. This in- 
creased monetary demand (MV) in turn leads to either increased sales 
or higher prices. Which- in turn are likely further to increase expenditures. 
It is essential to see the close interrelation of all the factors. Each is 
likely to be both cause and effect of the others. 

Although attention will be centered primarily on short-period business 
fluctuations, the equation of exchange is useful also in discussing long- 
period pfice level trends. 'For example, from the close of the Civil War 
io roughly 1900 there was a gradual fluctuating downward movement of 
•the price level. Through this period there was a steady and substantial 
increase in the quantity of gold as gold was mined, and this increased 
amount of gold led to a roughly corresponding increase in money and credit 
in circulation. At the same time there was a gradual increase in the 
Velocity- of circulatibn of money and credit, owing partially to improved 
-communication and transportation, which permitted easier commercial 
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and financial relations and partially to changing business customs. Thus 
there was a definite upward movement of MV. But at the same time 
there was a steadily and rapidly rising volume of units sold, from tlw 
new factories opened and new lands put in cultivation by and for the 
rapidly growing population. This increase in volume of sales (T in the 
equation of exchange) was more rapid than the increase in MV, so 
that in spite of the increase in total expenditures the price level gradually 
declined. The units being offered for sale were increasing more rapidly 
than the total amount being offered for them. 

Following 1900, the sharp increase in physical output continued, but 
about then there were several important gold discoveries. These gold 
discoveries led to a more rapid rate of increase in the quantity of money. 
At the same time the use of bank checks became more and more common, 
which further increased M. Also the average velocity of circulation con- 
tinued to increase gradually. The result was that now MV was growing 
faster than T, so that the price level began to rise gradually instead of 
falling. Total monetary demand was increasing more rapidly than the 
units offered for sale. This was roughly the situation until the beginning 
of the First World War. 

Restatement of the equation 

The equation of exchange is a somewhat more useful tool of analysis if 
written in a slightly different form. So far M has been used to repre- 
sent both money and credit, and V to represent the average velocity of 
money and credit together. In analyzing monetary changes and business 
fluctuations, it is advantageous to have money and credit separated, 
especially in view of the very different factors controlling the supply of 
money and of bank credit. Therefore, it is convenient to represent money 
alone by M, and to use M' to represent credit (mainly bank credit) . In 
the same way the velocities of money and credit may be distinguished, 
representing the velocity of money by V and the r^elocity of credit by V, 

The equation is then written MV + M'V: PT, or 

This is exactly the same equation as the simpler form. The only differ- 
ence is that the new form breaks down total monetary demand into 
money and credit separately, instead of lumping them together. The 
same statements about the interrelations of the factors hold for either 
equation. Both are simply tools of analysis for discussing the relation- 
ships of the various factors at work. 

The following sections of this chapter briefly analyze the factors under- 
lying or determining each of the elements in the equation of exchange. 
Actually it is seriously unrealistic to discuss each of the elements in the 
equation separately, in view of their very close interdependence. The 
following sections only set forth some of the forces at work determining 
each factor, but this approach may be useful in arriving at the cmnpleac 
interdependence of the multitude of factors at work. 
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The Quantity of Money (M) 

Determinants of the quantity of money 

The major factors determining the quantity of money (M) have varied 
considerably according to the time and country under discussion. In the 
Middle Ages the quantity of money was at the discretion of the ruling 
monarch, subject to the forces of trade with other areas. In many cases 
some standard commodity has served as money. Early in the history 
of this country each colony issued its own money. From then until less 
than a decade ago, individual private banks had the power to issue paper 
money, called bank notes. During the first half of the last century the 
numerous banks formed under state charters issued such notes to great 
excess, resulting in a flood of almost worthless money, especially in the 
western states. Although the power of state-chartered banks to issue 
bank notes was eliminated in 1865, the power of nationally-chartered 
banks to issue such notes was continued and encouraged until the 
monetary legislation following 1933. Since that time these “national 
bank notes” have been gradually retired from circulation until at present 
few remain, and the power of issue of actual money has finally been 
centralized in the hands of the federal treasury and the Federal Reserve 
Banks. The private banks still have, .however, great power to increase 
or decrease the quantity of credit {M'), which in yolume is much more 
important than the quantity of actual money (M ) . 

What determines the amount of money in circulation? During the 
last century in many countries the presumption has been that, under 
the gold standard,^ the quantity of money would vary directly with the 
amount of gold owned by the government. If more gold came in, either 
it would be used as money directly or it would serve as the basis for more 
money and credit. This was to an important extent the case in the 
United States through the last century and to a lesser extent even into 
the 1920’s. The present situation, however, is quite different. Neither 
the United States nor any other country is any longer on a gold standard 
whereby the amount of gold directly controls the quantity of money. 
Gold has been moving into the United States in tremendous quantities 
in recent years until we now have over three fourths of the world’s mone- 
tary gold supply. In spite of this great inflow, there was a far less than 
corresponding increase in the quantity of money, and the currency in- 
crease beyond the level of the 1920’s has come with increased hoarding 
and, recently, better business conditions without any apparent connection 
with the gold inflow. 

Today gold is used as a monetary base only very indirectly, and no 
gold is coined. There are metal coins of silver, nickel, and copper in 
circulation; but these are of very minor importance in the total money 
supply. Paper money constitutes the bulk of our money, and the 
quantity of paper money is connected only loosely with gold. Three 

^The gold standard is discussed in Chapter 42, “Gold and the Price Level.” 
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major kinds of paper money may be issued, with partial gold and silver 
backing or with no specific metal backing — but in no case can the gold 
“backing” be obtained in exchange for the paper money, except for 
use in international transactions or for use in the arts (jewelry, dentistry, 
and so forth). The two most important types of money now issued are 
Federal Reserve notes and silver certificates. The former are issued by 
the Federal Reserve Banks, which are closely controlled by the federal 
government. These notes have a minimum gold backing of 40 per cent, 
but the amount of gold actually back of them may be much more than 
this — even over 100 per cent as is now the case. The amount of Federal 
Reserve notes outstanding is largely determined by how many notes 
people want for use and for hoarding. Those in control may change 
this amount in response to changed demand for currency or for other 
reasons. Federal Reserve notes outstanding at the middle of 1942 were 
$9,310,000,000. Silver certificates issued by the federal treasury amounted 
at that time to $1,754,000,000. All together the amount of money then 
outstanding amounted to $12,383,000,000, which was triple the $4,000,- 
000,000 customarily outstanding in the ’twenties. Part of this increase 
is accounted for by increased hoarding, part by the increased needs for 
currency and coin in view of sharply improved business conditions, and 
part by changed payment habits, occasioned to some extent by increasing 
bank service charges. But in spite of this increase, not only could the 
issue of Federal Reserve notes, silver certificates, and metal coins legally 
be greatly expanded, but in addition up to $3,000,000,000 of new United 
States notes (“greenbacks”) , with no specific metal backing, can be issued 
by the Treasury at the direction of the President under powers conferred 
on him as part of the 1933 emergency legislation. 

Although determination of the amount of coin and currency in circula- 
tion is within the discretionary powers of the Treasury and Federal 
Reserve authorities, the amount is in fact determined largely by the 
demands of the public for such money for current use and for hoarding. 
As will be explained in discussing the Federal Reserve Systenf, a flexible 
system exists for supplying such coin and currency as the public desires. 
If more money is issued than is wanted, it largely flows back to the 
banks and takes the form of added bank reserves. But this statement 
that the amount of coin and currency in circulation depends now largely 
upon the demands of the public for it must not be confused with the 
question of the total volume of money and credit, which is in large part 
a business cycle and overall monetary and credit control problem. 

The federal monetary authorities may use their power to issue money 
as a means of attempting to expand total monetary demand. Although 
the public generally will not hold more money than it “needs” for 
hoarding and for business purposes, by issuing more money than this 
amount, the monetary authorities may build up bank reserves and 
provide the basis for further credit expansion. But the present author- 
ities have shown little inclination to use these discretionary powers to 
increase the total volume of money beyond the demands of the public 



618 LENDING, TRADE, AND THE PRICE LEVEL 

for it, even dtiriog the depression years when an expansion of total ex- 
penditures was greatly desired. 

The quantity of money and inflation 

With our unprecedented gold stock of about $23,CX)0,000,000 and our 
silver stock of another $4,500,000,000, the amount of money in the 
United States in 1942 could have been doubled and still have had 100 
per cent metal backing. Legally, the quantity of money could be 
increased much more than this, since far less than 100 per cent metal 
backing is required by law (or by tradition). Under present circum- 
stances, such an increase in the quantity of money would undoubtedly 
increase the upward pressure on the price level, in view of the very small 
volume of unused capacity and unemployed workers now available. 
That the mere fact of any given amount of gold and silver backing does 
not assure any given price level is now recognized by the monetary 
authorities, and a cautious policy toward increasing the quantity of 
money has been followed by them, though the same cannot be said about 
their attitude toward bank credit expansion since the beginning of the 
Second AVorld War. 

However, this conservatism in the issuing of paper money has not 
always characterized government policy in the past. Perhaps the most 
notable price inflation due in considerable part to excessive issuance of 
money in the United States was during the Civil War. The Union 
government at that time issued “greenbacks” to meet the expenses of the 
war— and in such large quantities that price levels rose and the value of 
money fell sharply. The inflation precipitated by paper money issued 
in the Confederacy was much more severe, owing to a relatively much 
larger issue of money. The most extreme case of this kind of inflation in 
history was in postwar Germany, where the bankrupt government issued 
so much paper money that it became almost completely worthless. It 
took a wheelbarrow full of paper money to buy a postage stamp in 1923, 
and most of the printing presses in the country had been commandeered 
by the government to use in printing more money. 

These cases are instructive as an indication of the results of such 
extreme policy and should serve as a warning against such excesses, but 
they do not mean that every increased issue of paper currency will neces- 
sarily have the same result. There is no likelihood that anything ap- 
proaching such wild inflation will take place in the United States from 
the use of paper money, at least not in the foreseeable future. If it 
should come, inflation is much more likely to take place through expan- 
sion of bank credit and through changes in the velocity of circulation 
than through an increased quantity of actual money. A much larger 
volume of bank credit exists so that any given proportional increase there 
would be more important. There is also more popular fear of “inflation” 
from increases in the amount of money than from credit expansion, which 
makes the authorities reluctant to use the right to issue greenbacks, or 
to expand other note issues. 
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In «ci(nnection with past price level rises accompanying sharp increases 
in the quantity of money, one sometimes hears references to the “quantity 
theory of money.” Although the “quantity theory” has a variety of 
interpretations,® the meaning the words usually are intended to convey is 
this: that an increase in the amount of money will lead to a rise in the 
price level, and a decrease in the amount of money will lead to a decrease 
in the price level. Sometimes it is said that an increase in the quantity 
of money will cause a just proportional increase in the price level, and 
similarly for a decrease. Persons holding this “theory” point to the 
inflations during the Civil War and in postwar Germany as proof that 
their theory “works.” However, the preceding discussion reveals the 
fallacy in this oversimplified analysis of the effects of a changing M on 
the price level. It would be correct to say that an increase in the quantity 
of money will lead to higher prices if all other factors remain unchanged. 
But it is by no means certain that all other factors will remain unchanged 
with an increased supply of money. Especially is this true in periods 
of low productive activity and unemployment, when increased monetary 
demand is much more likely to result in increased production and sales 
than in sharply higher prices. Price inflation is likely as a result of 
increased issue of money when more goods and services are not forth- 
coming to meet the increased dehaand; it is not likely when unused pro- 
ductive capacity exists to turn out more goods in response to increased 
monetary demand. As a matter of fact, the most drastic price level 
increases have been associated with sharp increases in the quantity of 
money; but this should not lead us to the oversimplified conclusion that 
an increasing quantity of money necessarily means a rising price level, 
much less one rising just in proportion to the increased quantity of 
money. Obvious as this may seem, this loose reasoning is one of the 
commonest of all economic fallacies, not only among untrained laymen 
but also among government officials in high positions.® 

The Quantity of Credit (MO 

The quantity of credit has already been discussed in considerable 
detail in the chapter on “The Banks and the Quantity of Credit.” Al- 
though there are numerous other types of credit that temporarily serve 
as payment, bank credit was emphasized since bank checks make up the 
bulk of our means of payment. Furthermore, bank checks differ from 
most other credit instruments in that they serve as final payment (just 
as does money) while most Other types of credit instruments merely 
postpone final payment in money or bank check. This is so because We 


2 Many of the interpretations are much less lopsided and more defensible than 
the version noted here. Of course the quantity of money is one of the important 
factors influencing the price level. 

* A relevant example will be noted presently in connection tcith th6 "d#vli^atldii” 
of the dollar in 1634. 
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do so much of our business by checks that for the most part actual money 
is seldom demanded from the banks by persons receiving checks. 

As was pointed out in the earlier chapter, bankers are led by the 
desire for {wofit to make new loans and investments whenever they have 
excess reserves and can find what they consider safe and profitable bor- 
rowers. In periods of pessimism and financial stress, the consideration 
of safety is uppermost, and credit is likely to be contracted sharply as 
bankers call in loans and liquidate investments. The ultimate determi- 
nants of the quantity of bank credit are all the factors influencing both 
the bankers’ decisions on loans and investments and the potential bor- 
rowers’ decisions as to how much they wish to borrow or repay. But 
whatever the bankers’ and borrowers’ decisions, bank credit cannot be 
expanded unless excess reserves exist, and the shortage of reserves may 
set the limit to bank credit expansion if banks have expanded loans and 
investments near the legal reserve limits. 

From the previous analysis of bank credit expansion, it should be easy 
to see that the quantity of credit is likely to increase in periods of 
improving business conditions. In such periods businessmen and in- 
vestors find profit expectations good and are anxious to borrow to finance 
new projects, even though the same projects may have looked unattractive 
in depression periods. Likewise, in such periods bankers see the profit 
possibilities of potential borrowers and become much more willing to 
make new loans and investments. Risks that make loans appear “un- 
safe” in depression periods appear “safe” and attractive in the light of 
improving business conditions and expanding monetary demand. Espe- 
cially are bankers anxious to extend credit if excess reserves are large. 
Working with the increases in V and V’ that come in such periods, the 
increase in the quantity of bank credit is likely to be cumulative with 
better business conditions, increased production and employment, and 
rising prices, until excess reserves are drawn down to the point where 
their scarcity exercises a check on further expansion. 

Similarly^ in periods of deepening depression the quantity of bank 
credit is likely to be sharply reduced as bankers call in loans and attempt 
to liquidate investments. Not only are the banks likely to have cash 
withdrawals at such times, which forces them to contract credit because 
of reserve shortages, but the bankers become fearful of the safety of loans 
and investments even if reserves are well above the legal limit. Risks 
that looked most attractive in the light of boom period expectations often 
look very shaky in the colder light of recession or depression. Indeed, 
the shift from favorable to unfavorable expectations may well lead to 
much greater contraction of loans and investments than appears later 
to have been necessary to protect the banks’ positions. Even if the 
bankers were willing to lend, few are the entrepreneurs or investors wish- 
ing to undertake production and new investments requiring increased 
borrowing in such a period. Just as bank credit expansion is called 
forth in good times and itself plays a central part in bringing increased 
production and higher prices, so bank credit contraction is precipitated 
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in bad times and itself plays a central part in bringing further contrac- 
tion of production and falling prices. This intimate interdependence of 
general business conditions and the supply of bank credit is one of the 
most vital for the explanation of booms and depressions. 

Although they are of much less cumulative importance, other types of 
credit can and do play a somewhat similar role. For example, in good 
times installment credit is extended freely, with the result that pur- 
chases are made that would have been impossible without installment 
credit. This increased quantity of credit has a general effect on business 
conditions and prices similar to that of an increase in bank credit. In 
bad times, when incomes and employment have fallen, installment buyers 
are often pressed for payment; fewer installment sales are made. In this 
way, the consumer credit extended during good times is contracted or 
destroyed, with the same general effect as a contraction of bank credit. 
The extension of credit by sellers on open book accounts, on promissory 
notes, or any other type of credit, and the contraction of this credit by 
demanding payment and refusing to extend new credit, have the same 
sort of effects. It is extremely important to recognize the cumulative 
nature of expansions and contractions in the total volume of credit. Once 
credit expansion gets under way, it helps create business conditions con- 
ducive to more credit expansion, especially by the banks but also by 
sellers of goods. Once credit contraction gets well under way, it helps 
create business conditions conducive to more credit contraction, especially 
by the banks but also by sellers who have extended credit. 

Although the quantity of money is under close government control and 
may be governed with a view toward business stabilization, the quantity ■ 
of credit rests largely on the actions of private bankers and sellers, moti- 
vated primarily by the desire for profits. Therefore, since credit is far 
more important than actual money in the total volume of transactions, 
the suoply of our means of payment is primarily dependent upon the 
actions of private individuals and businesses in their everyday banking 
and business operations. And the quantity of credit, based upon the 
perfectly natural desire of bankers and businessmen foi» profits and 
safety, is likely to move just perversely to what is needed to maintain 
business stability. Although the Treasury and the Federal Reserve 
authorities now have substantial means of control over bank credit expan- 
sion (to be discussed in later chapters) these controls have proved to be 
of only limited power, especially in checking credit contraction, once 
deflation is well under way. 

The Velocity of Circulation of Money and 
Credit (V and V') 

It is simple enough to see that the velocity of circulation of monejT 
may be more than one, but it is perhaps more difficult to see how a bank 
deposit may have a velocity of more than one. A dollar bill may be 
passed freely from hand to hand in payment, but typically a bank check 
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i9 :OiiJy sjMlit OQ<s&. Jq i&ci, hpwievier, a biaak deposit (may have any 
Irploeity id idxettlation. 

^ Jf yw rooeive a check from 3Vir. X, you may simply endorse it and 
give it to the grocer in payment (or your grooeries. When you ^idorse 
It, yop are adding your credit to that of the signer of the check. If the 
cheek ahouJd be no good (when presented at the bank, the grocer could 
coHect from you. Simply by endorsement, checks can be passed from 
person to person in payment, thus having a velocity of more than one, 
iSut this is of only minor importaixee. Relatively few checks are used 
more than wee or twice before being presented at the bank for deposit 
or for payment in cash. 

The importsjit manner in which bank credit may have a higher velocity 
of circulation is somewhat different. Suppose you borrow $100, taking 
the $100 in deposit credit (Af'), You Imy a horse from .Tones, paying 
him by check, and Jones deposits the check in hie bank. Your deposit 
is down $i00, but Jones' is increased $100. The velocity of the $100 
checking account is one, and the total amount of bank credit remains 
$100 more than before you borrowed the sum. Jones now buys a bedroom 
suite from the furniture dealer, paying for it by check. The deposit’s 
velocity is now two. This process may be repeated over and over. Since 
tfjc hulk of transactions are carried on by check, a checking account may 
have atiy velocity, depending on the rate of spending of persons who 
iipceive it and on how long it stays in existence. 

There are two broad factors influencing the rate at which money and 
credit is spent. The first consists of the business and payment customs 
.of tlie country and is a factor responsible for gradual long-run changes 
in velocity rathep than for drastic fluctuations. The second is the short- 
run factor of people’s expectations for, and confidence in, future business 
and financial conditions, and this unstable factor is largely responsible 
for the sharp changes in velocity during buamess fluctuations. 

The part played by business customs in determining V and V' is easy 
to ^e. Suppose all wages were paid only twice a year. Those receiving 
their incomes.in January would hold part of the funds to be spent in May 
and June. If pe<^le are paid weekly, on tbe other band, they spend their 
incomes relatively quickly after receiving them, and their expenditures 
then become someone else’s income. Obviously in the second case the 
money is used more rapidly; the number of times each dollar is spent 
(hiring .a year is greater. To take another case, suppose it was common 
to charge all j)urcha8es and pay one’s bills only once a moi^h. Compare 
this with a custom of paying for all purchases immediately. Obviously 
in the latter case the velocity pf circulation of money and deposits would 
be ^eater. Individuals would hold money (pr shorter periods before 
parting with it. Thus the many customs of the business world play an 
important part ka determining tbe velocity of circulation of money and 
^edit- such customs change only gradually, and if they were the 
sole determinasjts V and V' would not be expected to vary greatly except 
aver long periods. 
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There occur, however, very sharp fluctuations in V and F'. Peopte 
and businesses are influenced by a wide variety of con^erations in 
deciding how much of each period’s income they spend and how mncli 
they hold idle; some of these are relatively stable and others subject to 
violent change. One major factor, as indicated in the preceding pant- 
graph, is the time elapsing between receipts of income. Othcss, .subject 
to sharper fluctuations, center around prices, production and tHm pitnyimwnt 
and around expectations as to the future course of business 
Inseparably intermingled are fwlitical and social factors that 
public’s attitudes on economic matters. Fluctuations in velodfy are 
part and parcel of general business fluctuations, and can best be folly 
considered in connection widi the discussion of business cycles and tbe 
factors determining the levels of production, employment, income^ Awif 
prices. 

If people expect falling prices and decreased business activity it is 
logical to hold income idle rather than spend it, because with falling 
prices the value of money increases and with worsening business eondi-'- 
tions investments in goods or securities are likely to decline in value. 
Generally pessimistic expectations, therefore, usually lead to increased 
amounts of money and deposits temporarily held idle, to take advantage 
of expected lower prices, to avoid losses on investments, and to provide 
for unforeseen contingencies during the bad times ahead. It is an 
observed fact that a large number of persons have more faith in money 
as a store of value in periods of uncertainty and stress than in securities^ 
goods, or any other investment opportunity for savings. On the other 
hand, favorable expectations as to prices and business conditions lo^cal^ 
lead to the reverse action — ^to current expenditrires before prices rise and 
before the most profitable investment opportuiuties are exploited by 
others. Further, in the light of improving expectations the volume of idle 
balances required for imforeseen future contingencies usually declines. 
Thus in bad times, people and businesses, pessimistic and uncertain as 
to the future, hold increased portions of their incomes idle and even rusk 
to convert goods and securities into money and deposits. In'good times 
the reverse sweep occurs, with increasing portions of incomes being spenfc 
promptly and idle ‘funds being put to use to buy goods, services, and 
securities. 

General political and social conditions play an important role in the 
complex of factors that determine the volume of funds people and bua- 
nesses hold as temporary stores of value. In periods when even the 
future of government seems uncertain and social instability is imminent, 
businessmen are very reluctant to expand operations and individuals and 
businesses make every effort to protect against the uncertain fotuxe. 
Under these circumstances people, rationally or irrationally, are Gkely ta 
rush to money as the '^safest” asset to hold, especially b^nse of the 
immediate availability of cash for any use as compared with the greater 
illiquidity of other assets. Thus political and social insecniity mafr 
lead to sharp increases in the amount oi funds temporarily held idl^ 
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•as during the 1932-33 economic emergency At such times people often 
^prefer to hold actual cash rather than bank deposits, so that crisis con- 
ditions especially may have differential effects on V and V', a development 
•which may lead to serious banking difficulties because of the different 
reserves ultimately held behind money and deposits. 

When people and businesses hold their incomes longer than usual before 
spending them, it is commonly said that they are “hoarding.” While this 
term is loosely used in a variety of ways, its simplest meaning is to denote 
the fact that people hold money and deposits longer on the average before 
spending them, or, what is the same thing, that velocity of circulation 
decreases. “Dis-hoarding” describes the opposite situation, where people 
spend their incomes- more rapidly and hold smaller idle balances. It 
should be imderstood clearly that hoarding is a decrease in velocity and 
not a change in the total amount of money and deposits that people hold. 
All money and deposits are at any time held, or owned, by someone. 
Simply because people’s expectations worsen does not permit them, as a 
group, to hold larger balances, unless the government or the banks con- 
veniently issue new'funds. If the amount of money and deposits remains 
the same and everyone increases his idle balances, this simply means that 
funds will circulate more slowly. If everyone were to hold idle his entire 
balance, economic exchange as we now know it would cease entirely — 
but there wduld still be the same amount of money. Conversely, “dis- 
hoarding” connotes an increase in the rate of circulation of funds, rather 
than an increase in the total amount of funds in existence. 

Such great fluctuations in velocity as have intermittently occurred 
exercise a direct and important effect on the price level and on the volume 
of production and employment. A decreased rate of spending forces down 
prices, production, and employment; an increased rate of spending has 
the opposite effect. ■ Moreover, sharp changes in velocity often play a 
perverse role in intensifying business cycles parallel to that of perverse 
changes in the volume of credit. In bad times, the decline in velocitj 
reinforces the contraction in the volume of production and employment 
and presses down on prices. These deflationary results in turn lead to 
greater uncertainty and more unfavorable expectations, further decreasing 
the rate of spending. In a similar fashion, the cunlulative increase in 
velocity plays a central role in the development of an inflationary boom, 
once monetary expansion is well under way. Indeed, velocity changes are 
Iflcely to be more critical than changes in the volume of credit, since 
cumulative changes in velocity have less definite limits than those in the 
volume iof credit; exhaustion of available bank reserves and liquidation 
of outstanding “doubtful” credit, respectively, set rough limits to the 
expansion and contraction of bank credit, but no comparable limits exist 
for velocity changes. 

With this brief summary, it is advantageous to postpone fuller con- 
sideration of the interrelations of velocity changes and general business 
activity to Chapter 44. 
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The Volume of Transactions (T) 

In general it is correct to say that changes in the volume of goods offered 
for sale reflect changes in monetary demand — ^that is, that an increase in 
MV + M'V can ordinarily be expected to lead to increased offers of goods 
for sale, and a decrease in MV + M'V to decreased offers. This is clearly 
the most important factor in explaining such overall fluctuations in pro- 
duction as occur in business cycles. It is equally true, however, that the 
greater are production and employment, the more rapidly firms and indi- 
viduals will spend their funds in buying materials, hiring workers, buying 
finished goods, and so on. Therefore, upward shifts in T ordinarily lead 
cumulatively to increases in V and V. Similarly, increased output gener- 
ally improves profit expectations, so that an increase in production is 
likely to call forth increased bank loans, both because businessmen are 
more anxious to borrow and because bankers are more willing to lend. 
Prices are also likely to rise in periods of expanding business activity. 
Whether changes in MV M'V and P are primarily causes and changes 
in T primarily effects, or vice versa, need not concern us here. The 
factors all interact closely and generally tend to reinforce each other. 

While changes in production are the pi;imary factor mirrored by changes 
in T, it should be noted that T can change significantly without any 
change in production, especially over short periods. The volume of goods 
sold is seldom exactly equal to the volume produced in any given time 
period. At some times part of current production is being accumulated 
in inventories ; at others existing inventories are being drawn on to supple- 
ment the sale of currently produced goods. If times are good and prices 
rising, businessmen are likely to accumulate inventories. If expectations 
worsen and prices begin to fall, more goods are likely to be offered for 
sale than are currently produced until inventories are reduced. Over 
short periods through the business cycle this source of changes in T often 
represents a vitally important addition to changes deriving from rising 
or falling levels of production. 

There are other ways in which T may increase without any stimulation 
from the monetary side. Perhaps most important is through improve- 
ments in efficiency and new methods of production that make it profitable 
to increase output even without any increase in monetary demand. Such 
innovations decrease the cost of production per unit. Increases in output 
of this sort have been historically very important and promise to continue 
to be so. For example, the great increase in physical output during the 
period following the Civil War reflected the widespread introduction of 
new machine methods, the opening up of vast areas of new land, and rapid 
population growth. Less important, the merging of industrial processes 
under one concern eliminates transactions between firms, reducing T 
independently of monetary changes. For example, if iron ore is mined 
by one firm, the ore smelted by another, the raw iron converted to steel 
by another, and the steel made into rails by another, three transfers 



626. SPBN0INC, TRAOE, MAD TH€ PRICI tEVBU 

(sales) are invoM in getting the ore into steel jails. If, instead, one 
firm had carried oritJie entire process, from mining to selling the steel rails, 
obviously the Tiolmne of transactions <r) would be less than in the foraner 
case. However, such (Ganges in T are usually very gradual; and the 
diarp changes of T in the business cycle are of a much different nature, 
dosely tied up with monetary changes. 

Interdependence of Spending, Trade, and the Price Level 

Any factor in the equation of exchange may be causal in motivating 
changes in one or nmre of the other factors. Any factor may be changed 
by 'dmnges in any other. In general, any simple causal relation from one 
factor solely to another (for example, an increased supply o." money 
causing solely a rise in the price level) is very unlikely. Changes in the 
price level are virtually certain to be both effect and cause of monetary 
changes and changes in the volume of transactions. Especially is this 
dose interdependence true in cyclical business fluctuations, which are 
cumulative movements of spending, trade, and the price level, all in the 
same direction, with the change in each both cause and effect of continued 
changes in the others. The equation of exchange is primarily useful in 
providing a guide for discussion. It tells nothing whatsoever about what 
factor is most important causally. 



CHAPTER 42 
Gold and i\ie Price Level 


OwiNX3 to the hietonce.! importance of gold in the monetary systems of the 
world and its possible vital future role, & brief discussion of the relation 
of gold to monetary conditions is important. At the outset, we should be 
clear that gold afiPects the price level 4only insofar as it affects one or more 
of the elements of the equation of exchange. There is no mysterious or 
sacred method by which the price level conforms to changes in the gold 
supply. ^ But gold has often exercised an important effect on the price level 
through its effect on the amounts of money and credit and their velocities 
of circulation (the M, M', V, and V' of the equation). In order to under- 
stand the present situation it is necessary first to look backward at the 
historical position of gold. 

The Gold Standard 

Over the last century the ^‘gold standard” has been a very important 
institution in most major countries of the Western world. The common 
type of the gold standard has been one in which gold itself was not the ‘ 
only kind of money, but in which changes in the total amount of money 
and credit in existence were roughly proportional to changes in the 
quantity of gold. As new gold was received by a government, this gold 
would serve as the basis for a certain amount of new money and/or credit; 
but the new money and credit might be backed only partially by the new 
gold. On one dollar’s worth of new gold, two, four, ten, or some other 
number of dollars of new money and credit mi^t be issued by the 
government or the banks. The important characteristic was that the 
quantity of money and credit varied roughly proportionately with changes 
in the gold supply; and, theoretically at least, each unit of money was 
"worth” (convertible into) a certain number of grains of gold. Until 
1934, for example, each United States dollar "contained” 23.22 grains of 
fine gold. 

This, roughly, is the sort of gold standard to which the United States, 
England, Trance, Germany, and most other major countries adhered 
during the last half of the nineteenth century and up to 1914. Following 
the First World War, during which there was a suspension of the gold 
standard, almost all countries again adopted a gold standard, but happen-^ 
ings in the last two decades have steadily undermined this standard untU 
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today no important country holds to it. Most countries have completely 
abandoned the central element of the plan, namely, the necessary corre- 
spondence between gold flows and the quantity of money and credit 
outstanding. 

Before inquiring why this abandonment took place, it is useful to 
examine briefly the functions fulfilled by the gold standard when it was 
in general use: (1) The primary function fulfilled by the international 
gold standard was as an organizer of the flow of international trade and 
finance and as an expediter of this fiow through the provision of stable ex- 
change rates (2) It is often claimed that the gold standard also served 
as a guarantee against “inflation” for countries adhering to it. This 
claim, however, is of dubious validity unless very narrowly interpreted. 

1. Under the international gold standard, any country “out of balance” 
— ^that is, sending abroad more goods, services, and capital than it receives 
and therefore receiving gold from other countries — ^will automatically tend 
to be brought back into “balance” by the inflow of gold received in 
payment for this excess of exports. Receiving gold, the country will find 
its monetary supply increased, and, velocity unchanged, there will be a 
resulting increase in the incomes of its citizens and in its price levels. 
The countries losing gold, on the other hand, will find themselves with 
lower incomes and price levels. This combination of circumstances will 
mean that the latter countries will find it harder to buy from the original 
out-of-balance country, while the latter will find it easier to buy from the 
others. This will tend to decrease their purchases from it, and increase 
its purchases from them, thereby putting them all back “in balance” and 
checking the gold flow. The flow of gold, through its effect on different 
prices and on incomes, tended under the gold standard to organize inter- 
national economic intercourse and keep it on a more or less “balanced” 
basis. A gold inflow to a country meant higher prices and incomes, 
making it harder for other countries to buy there and easier for it to buy 
in other countries. A gold outflow meant exactly the reverse. Whichever 
way a counVy was out of balance, the resulting gold flows acted as a more 
or less automatic corrective, so long as, gold flows were permitted to have 
their effect on the money and credit supplies and price systems of the 
countries involved. When, as later happened, the gold movements were 
prevented from taking their effect oh prices, the automatic process of 
adjustment broke down. Although this brief description is greatly over- 
simplified, it shows fundamentally the part played by gold flows in 
organizing international trade and finance under the gold standard. 

The manner in which the international gold standard expedited inter- 
national trade and finance by providing stable exchange rates cannot be 
explamed yet since foreign exchange has not yet been discussed. How- 


1 For a general examination of the gold standard and international economic inter- 
course, see the section, “International Adjustments Under the Gold Standard,” in 
Chaptw 63. The present section gives only the brief survey necessary to a discus- 
sion of the relation of gold ttnd the price level. 
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ever, this was one of the greatest advantages of the gold standard, since it 
provided a high degree of ceri ainty for international traders and investors 
that they could always convert foreign monies into domestic, and vice 
versa, at a virtually fixed ratio of exchange. 

2. The argument that adherence to the gold standard constitutes a guar- 
antee against “inflation” (by which we shall mean, roughly, a rapid and 
undesirable rise in the price level) is likely to be seriously misleading. It 
certainly is not true that the gold standard guarantees a stable price level. 
On the contrary, it requires a fluctuating price level if it is to function 
properly. Each time new gold enters the monetary system from mines or 
from abroad, it must raise the price level if the gold standard is to function; 
if gold flows out, it must depress the price level if the gold standard is to 
function. If a great deal of gold flows in, the price level must rise until 
it is so high that it reverses the flow of gold. 

As a practical matter, the history of the United States illustrates clearly 
the fact that the gold standard is no guarantee against sharp price level 
changes. The graphs in Chaper 40 show clearly the great inflation that 
took place during and following the First World War, the precipitous drop 
following that inflation, and the sharp drop from 1929 to 1933, all while 
our monetary system was directly based on gold. 

On the other hand, it is true that adherence to the gold standard 
would insure against any such runaway inflation as occurred in postwar 
Germany, if such adherence were politically and economically possible. 
However, under such drastic circumstances it is virtually impossible to 
imagine that any country could remain on a gold standard. The drastic 
monetary disturbances of that period were far more a symptom than a 
cause of the difficulties of the German economy. The gold standard 
actually adhered to does have a real advantage in that it takes the 
management of monetary affairs largely out of the hands of individuals, 
in whom we may have limited faith, and puts it on a more-or-less auto- 
matic basis, according to gold flows. But if we want to remove power from 
the hands of government authorities lest they unwisely bring dn inflation, 
there may well be better automatic guides to the proper amount of money 
than the gold supply — for example, outright stabilization of the price level. 
Modern economists are inclined to emphasize strongly the failings of the 
gold standard as a guide to monetary policy. Adherence to this standard 
may have some value in avoiding discretionary control of the price level 
by monetary authorities, but it does not insure against sharp changes in 
the price level nor does it permit authorities to take monetary action as 
needed against cyclical business fluctuations. 

The Abandonment of the Gold Standard 

It was this desire to “do something” to mitigate business fluctuations 
that in large part explains the recent abandonment of the gold standard 
after its postwar readoption. In the midst of postwar readjustments 
countries were loath to permit their price levels to fall as they lost gold, 
especially in central Europe where gold was very scarce. This reluctance 
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is not hsrdta uadcirstsaut since failing^ price levek are mually associated 
TTtth hard tkoes and unemployment. The opposition reached a climax 
following 1929, first in Eurcpe and then in the United States. With the 
sharp financial crisis and depression following 1929, large amounts of gold 
m EW)p«' were withdrawn from circulatioa for hoarding and for tempo- 
rary safekeeping in the United States. This severe gold drain forced a 
tremendous contraction of money and credit, making still more severe the 
deepen#^ depces^on. In S^tember, 1931, England, long the financial 
center of the world, went off the gold standard — she decided that the 
advantagEs of remaining “on gold” were no longer great enough to offset 
her desire to check the deepening depression by expansionary monetary 
measures. Bemaming on goM^ meant a contraction of the quantity of 
money as gold was withdrawn; off the gold standard she could expand 
her money supply to check the depression and falling price level, regard- 
less of ^Id fiows.^ 

The abandomnent .of the gold standard by England was a terrific blow 
to the confidence of the financial world, especially in those troubled times. 
In the United States, with the price level falling rapidly and depression 
deepening, unprecedentedly large amounts of gold were withdrawn from 
the banks, both for hoardang and for shipping abroad to what were hoped 
to be safer havens. Banks were failing rapidly as the result of this 
drain on their reserves. Out monetary authorities were forced to choose 
between staying on the gold standard (contracting money and> credit as 
gold was lo^) and' expsmding the supply of money to check the falling 
price level and depression. They chose to adhere to the gold standard, 
and took few real steps to check the internal crisis. Early in 1932’ the 
Glass-Steagal Act was passed by Congress, permitting the issue of money 
by the Federal Reserve Bonks with new types of security backing to 
aup>pleBient the scarce gold backing. This a^ron temporarily eased the 
tension. But finally, in 1938- as part of the emergency legislation o-f the 
Roosevelt adrahristratioK, ail gold was called out of monetary circulation 
into the Treasury and the United States went officially off the gold stand- 
ard. Most of the countries of Europe had already taken this step'. Some, 
Ike France, clung to gold longer, but today no major country retains the 
prewar gold standard. 

The fundamental reason for the abandonment of the gold standard was 
that countries were no longer willing to let domestic price levels and 
business conditions take a secondary position to gold drains and inflows 
as guidiea to monetary policy. They preferred to give up the gold stand- 
ard rather than contract further money and credit during depression years. 
Without the gold standard the quantity of money and credit could be 
controlled so as to combat most effectively booms and depressions at 
home. And today there' seems, little reason to si^pose that the nations 
axe likely ag^in to tie thehr monetary systems rigidly to gold ; the advan- 


^ By abandoning' the gold standard' she also hoped to gam a special advantage in 
itrtimwtioaai ttade, ^ discassed Iktev. 
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tageaof B»tigatiiig obomestie booms aad depressions btdk mudi) tavgn tbon 
those of the international gold standard. 

This does not mean, however, that gold has ceased to be of importance, 
either domestically or internationally. Even though monetary systems 
are no longer tied directly to gold flows, gold still performs two major 
functions: (1) It helps maintain confidence in the money and credit 
issued; and (2) it serves as the basic means of settling international 
balances. Even though today no person in this country can get gold for 
his money (except for international trade or use in the arts) , the fact that 
the government has so much gold is one factor that accounts for confidence 
being maintained in the money issued by the government, and more 
indirectly in the banks that provide most of the credit. And every 
country in the world, save possibly the United States, is anxious to obtain 
gold in exchange for goods and services since gold still is everywhere 
acceptable as payment in international trade, even though monetary 
systems are no longer tied directly to precious metals. 

By 1942 the United States government owned roughly $23,000,000,000 
of gold, priced at $35 per ounce, which was roughly 73 per cent of the total 
world supply of monetary gold. In 1932, the gold stock of the govern- 
ment was about $4,000,000,000. The reasons for this huge increase will 
be discussed in Part XI. Discussion here will be confined to a consider- 
ation of the connection between this gold increase, monetary conditions, 
and the price level in the United States. 

"Too Little" and "Too Much" Gold 
The problem of "too little" gold 

In 1933 the incoming administration recognized clearly the need for 
raising the price level as an integral part of a recovery program. Partly 
to eliminate drains on the banks and partly to get all available gold as » 
basis for new issues of money, it required that all mt)netary gold be turned 
in to the government in exchange for other' types of money. Gradually 
also it increased its purchases of newly mined gold, thus stimulating gold 
production. The purpose of so increasing gold purchases was lai^ly to 
raise the price level, presumably through increases in the amount of 
money. Finally, in 1934 the government declared that henceforth a 
dollar should contain only 13.71 grains fine gold instead of the previous 
23.22 grains, a power which had been given the President in earlier 
emergency legislation. By this action the dollar was "devalued” to 
39 per cent of its previous gold value. Since the amount of gold in each 
dollar was diminished, it now takes more dollars to equal an ounce of gold. 
At the new dollar gold content, the price of gold is $35 per ounce, whereas 
previously it had been $20.67 per ounce. To say that the price of gold 
was raised from $20.67 to $35 per ounce is identical with saying that the 
gold content of the dollar was decreased to 59 per cent of its earlier 
content. This bookkeeping transaetion increased the' dbffar vahie’ ed the 



im GOLD AKD THE PF«CB LEVEL 

gold stock of the government from about four billion to about six and a 
half billion dollars. 

Apparently many of the administration’s advisers expected that this 
devaluation of the dollar would immediately result in a rise in the price 
level of roughly the same proportion. For years it had been commonly 
declared that the value of the dollar depended on the gold in it — hence 
decreasing the gold content of the dollar would raise prices correspond- 
ingly. Actually the expected result did not materialize. Although the 
gradual rise in the price level continued, no miraculous upswing ensued. 
Those who expected it to do so were guilty of a serious oversimplification 
of the connection between gold and the price level. Assuming that the 
amount of gold in the dollar determines its purchasing power, they failed 
to recognize that changes in the gold supply can affect the price level only 
through their effect on some element of the equation of exchange. The 
devaluation did not immediately increase the quantity of money (though 
it did give the government and Federal Reserve more power to do^ so) ; 
therefore it did not raise the price level this way. It had no immediate 
effect on the quantity of bank credit (though it did increase the power of 
the Federal Reserve to expedite bank credit expansion) ; therefore it did 
not immediately raise the price level in this way. The one way in which it 
did immediately exert an upward influence on the price level was through 
its psychological effect. Large numbers of persons, like the advisers 
advancing the plan, expected the immediate result to be higher prices. 
Therefore these people rushed to spend their mony to make purchases 
before prices rose, and this increased spending itself helped bring about 
the expected higher prices. Although the net result of the devaluation 
probably has been a higher price level than would otherwise have existed 
over a period of years, the experience is of value in illustrating the dangers 
of oversimplified cause-and-effect reasoning in regard to gold, money, and 
prices. 

The problem of "too much" gold 

0 

More recently “the” gold problem of the United States has been too 
much gold. It is helpful to trace briefly the course of new gold enter- 
ing the United States from abroad, in order to see how much effect it 
may be expected to have on the price level. Under the present law, all 
monetary gold received by persons or firms here must immediately be sold 
to the government at $35 an ounce. Suppose an importer receives $100 
of actual gold. He will take the gold to his bank, receiving credit for a 
$100 deposit. The bank then sends the gold to the Federal Reserve Bank 
with which it deals, increasing its reserves held at the Federal Reserve 
Bank by $100. The Federal Reserve Bank then turns over the gold to 
the federal treasury, receiving in exchange gold certificates (pieces of 
paper showing that the Federal Reserve has turned over to the Treasury 
the stated amount of gold) . The Treasury then has the gold, as required 
by law. What may be the effects of this new gold? 

There is no particular reason to suppose that the Treasury will expand 
the amount of actual money it issues just because of this new gold. The 
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decision as to how much money shall be issued is largely independent of 
gold flows under the present system. And there is no particular reason to 
suppose that the Federal Reserve Bank will issue more Federal Reserve 
notes just because it has now $100 more gold certificates to serve as 
backing for new notes. Here again, the decision as to how many notes 
shall be issued is largely independent of gold flows, although minimum 
gold requirements are set by law for Federal Reserve notes. Under the 
present system the quantity of money does not depend on gold flows. 

But the picture regarding the supply of bank credit is different. The 
$100 gold import increases the importer’s bank deposit by $100; it also 
increases the bank’s reserves by $100. Since the bank needs to hold only 
a fractional reserve against its deposits, its excess reserves are increased. 
If it is a New York bank with a 20 per cent reserve requirement, it now 
has $80 of additional excess reserves (that is, the $100 deposit less $20 
required reserve on it). Thus the inflow of the new gold has had a 
twofold effect on bank credit. First, it increases the amount of bank 
credit by $100, since the importer obtains a new deposit of that amount. 
Second, by increasing excess reserves it lays the basis for an ensuing 
multiple expansion of bank credit. This further increase will come if the 
banks make new loans and investments on their excess reserves; it will 
not come if the banks simply permit the excess reserves to lie idle. 

Thus, even though the United States is no longer on the gold standard, 
the possible effects of gold flows on our money and credit system, and 
through them on the price level, should*not be underemphasized. The 
great gold inflow of recent years has correspondingly increased bank 
deposits (M') as the imported gold is turned over to the government 
through the banks. More important, it has created a vast mass of excess 
reserves that have provided the basis for a multiple expansion of bank 
loans and investments as well as for a rapid increase in money in circu- 
lation. In depression periods new excess reserves may well lie unused; 
in such expansionary periods as that from 1940 to the present they are 
likely to underlie multiple credit expansion. • 

In the same way, an outflow of gold would decrease both bank reserves 
and deposits, wiping out excess reserves. If the banks had excess reserves 
such a gold outflow need cause no contraction of bank credit ; but if loans 
liad been made on these gold reserves, loss of the reserves would necessi- 
tate contraction of all the credit extended on them, which might be several 
times the actual reserves. Actually this latter contingency is unlikely, 
for the government has the power to restrict gold exports if it desires. 
Although the government will now sell gold back to people at $36 an ounce 
for export, it could cease to do so at any time, and it surely would if 
the loss of gold promised to disrupt seriously the domestic economy. 
Alternatively, reserve requirements might be lowered by the Federal 
Reserve authorities. 

Gold, Silver, and the "Mixed Standard" 

If the United States is not on the gold standard, what i.s the basis of 
our monetary system? At present, legally we have a "mixed standard.’' 
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A law passed in 1934 prescribes that the metal backing held by the 
Treasury for the money it issues shall consist of 75 tier cent gold and 
25 per cent silver, though the law does not prescribe what the total metal 
backing for money shall be — ^it only sets certain minimum metal backings 
for various types. Since in 1934 the Treasury held less than the pre- 
acribed 25 per cent of silver, the government immediately set about 
baying large amounts of silver and has continued to do so, thus maintain- 
ing the price of silver far above what it would otherwise be. Between 
1934 and 1942, the government bought over three billion dollars worth of 
ailver. 

Actually silver long ago passed from importance as the major monetary 
metaL Why then does the government continue to buy all this silver, 
thereby subsidizing silver producers here and abroad by huge sums 
annually and calling forth greatly increased silver production? The 
answer is primarily that the silver-producing states have long had an 
exceptionally able group of senators, and these senators by skillful log- 
rolling and vote-trading with their fellow senators have put through the 
fcpsJaitBoia requiring the purchase of these large amounts of silver, far 
abowt tfta* efwn-market price. In 1942 the government owned over four 
billfon) dbIKavs worth of silver, valued at $1.29 per ounce. 

la. spite- of the large purchases of silver made in recent years, gold 
boEdiagp have increased still faster, so that our silver purchases in turn 
must be iiiiieireased more if the prescribed ratio between gold and silver 
k to be achieved. Economically there is very little justification for these 
vast silver purchases ; they must be explained, and justified if they can be 
fustified, as special subsidies to silver-producing interests. The history 
«f American silver legislation during the last decade is an amazing ex- 
ample of the success of a small pressiu’e group in obtaining large scale 
subsidies regardless of the complete lack of basic monetary justification 
for the laws enacted. 

The relation of metal reserves to the quantity of money and to the 
price revel,«then, is mostly indirect: It may influence the decisions of the 
Treasury and the Federal Reserve Banks to issue or withdraw money; it 
waa^ influence the amount of credit created by the banks on the reserves 
IbaitiMy may have available ; and it may influence the decisions of people 
fa iqiaitd car hoard their money (depending on their confidence in the 
waemf and in business conditions) and their decisions to borrow or not to 
borrow finom tiie banks. There is a further important relation through the 
channels- «f international trade, but discussion of this problem must be 
poBtponedliKiitil later. 

Future Policy in Regard to Gold 

Why haa the United States recently received so much gold? Are we 
Ekely to get “stuck” with the gold? How will this affect our inter- 
national trade? Such questions as these cannot be answered until the 
gold problem has been considered in connection with the whole inter- 
■atkml ntuatim. One specific question can be answered here, however: 
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Why not immediately return to the gold standard and use this gold as 
money to pay oft government debt or finance the war? 

One reason that the United States and other nations hesitate to take 
this step is the great disadvantage of again tying monetary policies to 
gold flows. Return to a gold standard would mean relinquishing the 
power to increase or decrease the quantity of money and credit as desired 
to eliminate high booms and deep d^jressions, rather than simply letting 
the price level and business activity go up or down as gold flows dictate. 
It is quite possible that after the war gold flows will a^gain be sharp and 
unpredictable. A monetary system rigidly geared to these gold flow? 
would be likely to lead to disastrous domestic fluctuations. In a peaceful 
and settled world, the case for a return to the gold standard would be 
much stronger. 

To use the country’s gold supply directly to pay for war production 
would be the equivalent of printing a corresponding amount of new paper 
money so far as the government spending’s upward pressure on prices is 
concerned. The increased incomes received by those receiving the gold 
would go to bid up prices of scarce products, just as they would if people 
had received paper money, coin, or checks. With the danger of inflation 
uppermost, only by financing government spending by means that reduce 
private buying power (such as taxes) can a monetary barrier be imposed. 
Financing the war program by paying Out gold would merely increase 
incomes and the amount of money in circulation, thus contributing to 
inflationary pressure. 

Moreover, to return gold to circulation as money would yield highly 
undesirable long-term internal results. One of the primary difficulties 
faced by the banking system during the depression crisis of the 1930 ’s, and 
during previous financial crises, was the mass demand of the public for 
gold to hoard. These mass withdrawals of gold during panics not only 
forced the banks to close in many cases (bringing simultaneously a mass 
contraction of credit by the banks in order to get reserves and cash to 
meet withdrawals), but also seriously depleted the gold supply of the 
federal government. With gold completely withdrawn from circulation 
many of tlie undesirable results of gold hoarding are avoided. The 
monetary policy of the government is not so dependent on the panic- 
stricken actions of the public. Moreover, no serious loss is incurred by 
having the gold withdrawn from actual circulation. Paper money serves 
equally well, and indeed is superior in being much more convenient to 
handle. So long as paper money is commonly accepted as means of 
payment, no one needs gold as money. 

These last paragraphs attack only one narrow aspect of the gold 
problem. A more comprehensive discussion can be undertaken after 
analyzing business cycle® and international trade and finance. The 
present discussicm is intended primarily to- show certain chief relations 
of gold, money, and prices and to provide a brief case study in monetary 
dynamics. 



CHAPTER 43 


The Federal Reserve System 

The Federal Reserve System was founded in 1914 in order to perform 
two primary functions. One was to provide certain regular services for 
the banks of the country, the general public, and the federal government. 
The other, and the one which is of primary interest here, was to maintain 
“monetary and credit conditions favorable to sound business activity in 
all fields — agricultural, industrial, commercial.”^ It is the purpose of 
this chapter to describe briefly the organization of the Federal Reserve 
System and to discuss the manner in which it carries out its various duties, 
with special reference to its powers to maintain monetary and credit 
conditions favorable to sound business activity. 

Organization of the Federal Reserve System 

As it is now constituted, the Federal Reserve System is made up of the 
following: 

1. The Board of Governors 

2. The twelve Federal Reserve Banks 

3. The Federal Open Market Committee 

4. The Federal Advisory Council 

6. The member banks 

Each of these is described briefly in the following paragraphs. 

1. The Board of Governors is composed of seven members, appointed by 
the President and confirmed by the Senate. Members receive a salary 
of $15,000, and are appointed for 14 years, with one term expiring every 
two years, in an effort to safeguard the Board as far as possible from 
political pressure groups. In most matters the ultimate responsibility 
for major policies of the twelve Federal Reserve Banks lies with the 
Board of Governors; and since the twelve Federal Reserve Banks in turn 
supervise and regulate the member banks, ultimate responsibility for the 
entire system is largely centralized in the Board of Governors. As the 

'^The Federal Reserve System: Its Purposes and Functions, Board of Governors 
«f the Federal Reserve System (Washington, 1939), p. 23. This little hundred-page 
booklet is an excellent reference work for simpler points in regard to Federal Re- 
rerve organization and activities. This chapter is based directly upon the booklet 
in several respects. 
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system was originally constituted there was much less centralization of 
authority, since at the time of formation of the system there was gref^^t 
fear of control by the “Wall Street bankers”; but this division of authority 
between the Board and the twelve Federal Reserve Banks resulted in so 
much dispute and delay at crucial moments of financial need that in 1935 
control was largely centralized in the Board. 

2. The twelve Federal Reserve Banks each serves a certain district in 
the United States. The banks are located in Boston, New York, Phila- 
delphia, Cleveland, Richmond, Atlanta, Chicago, St. Louis, Minneapolis, 
Kansas City, Dallas, and San Francisco, and where the district served is 
very large some have branches to serve member banks more conveniently. 
Each Federal Reserve Bank was founded by the sale of stock to member 
banks, which are required to buy stock, and pays regular dividends of 
6 per cent to member banks holding stock. As stockholders, member 
banks have the power to elect six of the nine directors of each Federal 
Reserve Bank. Of these six, three may be bankers, and three must rep- 
resent business, industry, and agriculture within the district. The other 
three directors are appointed by the Board of Governors. But the policies 
of the twelve Federal Reserve Banks are largely determined by the Board 
of Governors, although each Federal Reserve Bank does give some repre- 
sentation of the views and interests of its particular region. And the 
Federal Reserve Banks are operated in the public interest, not for profit — 
though so far they have derived from operations income suflBcient to pay 
6 per cent dividends on all stock, accumulate large surpluses, and pay 
substantial amounts into the United States treasury, which until 1933 
received any such excess profits. During the late 1930’s public policy 
dictated that the Federal Reserve Banks operate so as to make a loss on 
some transactions, and the Board of Governors has so operated when this 
action was called for to promote the public welfare. 

3. The Federal Open Market Committee consists of the seven members 
of the Board of Governors, plus five other members chosen by the twelve 
Federal Reserve Banks. This twelve-member open market committee 
determines the policy of the twelve Federal Reserve Banks*in regard to 
open market operations — ^that is, the purchase and sale of government 
securities and other obligations in the open market. These open market 
operations, which will be discussed presently, are one of the primary 
means by which the Federal Reserve authorities attempt to control bank 
credit expansion. Although the Board of Governors does not determine 
open market policy independently, its seven members (when there are no 
vacancies) constitute a majority of the open market committee. 

4. The Federal Advisory Council consists of twelve members, one 
selected annually by each of the twelve Federal Reserve Banks. This 
Council meets with the Board of Governors at least four times a year and 
makes recommendations for Federal Reserve policy. But, as the name 
suggests, the Council’s powers are purely advisory — it has no power to force 
the Board of Governors to accept any of its recommendations. The major 
purpose of this Council at present is to make sure the interests of the 
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twelve Banks aadi their distariets are brought to the attention of the Board 
of Oovemoraat r^^iar intervals. 

5. The member Banka include all national banks in the United States 
and' those state banks that desire membership and conform to the require-^ 
meats set up for member banka. At present slightly less than half the 
16,000 banks in the United States are member banks, but the 8,000 non- 
member banks are almost all small banks, representing only about 17 
per cent of the total deposits of the banking system. It is likely that 
some day pressure will be brought on all banks to become members of 
the system in order that control of the entire banking system may be 
more closely centralized in federal hands. At present the Federal Reserve 
has direct supervision over far the largest per cent of banking assets and 
deposits; but the nonmember banks, controlled by unstandardized state 
regulations, still constitute a substantial bloc. 

As already stated, each member bank is required to buy stock in its 
Federal Res^ve Bank equal to ^ per cent of the member bank’s capital 
and surpius. Raeh member bank is also required to maintain its legal 
reserves with the Federal Reserve Bank in its district. In addition, 
member banks are subject to regular examination by Federal Reserve 
authorities, and are required to meet the operating standards set by the 
Federal Reserve. 

This brief description of the organization of the Federal Reserve 
System provides a background for the discussion of the manner in which 
it carries out its various duties in serving the public, the member banks, 
and the government, and in maintaining monetary and credit conditions 
favorable to sound business activity. The regular service functions of 
the system include primarily the following: holding member bank reserve 
balances; furnishing money for circulation; clearing and collecting 
checks; supervising member banks; and acting as a fiscal agent for the 
federal governments These regular service functions engage by far the 
largest part of the time and energy of the officers and employees of the 
Federal Reserve Banks, but they are largely routine duties. The policy 
decisions involved from time to time in deciding what action should be 
taken to maintain monetary and credit conditions favorable to sound 
business conditions are of a very different sort. Such policy decisions are 
made by the Board of Governors and the Open Market Committee, and 
are likely to have much more far-reaching consequences than the service 
functions. They involve primarily open market operations, fixing legal 
reserve requirements, lending to member banks, establishing rediscount 
rates, and otherwise influencing member banks and the general public in 
attempts to maintain or achieve satisfactory business conditions. 

Servke Functions of the Federal Reserve 

Holding member bank reserves 

1^‘ch member bank is required' by law t o keep its required* reserves with 
:tiie Federal Reserve Bank in its district M^ber banks may of oouRse 
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»k)d keep excess reserves with their Federal Reserve Banks, and t^oaUjr 
they do. These reserve balances kept by member banks with th© Fedwal 
Reserve Bank are essentially cheeking accounts of the member banks with 
the Federal Reserve, just as an individBal has a checking account with a 
member bank. Except that it must always have the legal reserve require 
behind deposits, a member bank is free to draw on, or add to, its reserva 
account as it wishes. It receives no interest on its reserves. 

The Federal Reserve Bank in turn is required by law to hold gold 
certificates or money that equals at least 36 per cent of the deposits it 
holds. Thus, ultimately a gold reserve is required behind all bank 
credit, but this gold need only be 35 per cent of member bank reserves, 
which reserves in turn may serve as backing for several dollars of bank 
credit for each dollar of reserves. Legally one dollar of gold in th© 
Federal Reserve can serve as backing fw $2.86 of member bank reserves 
held by the Federal Reserve. Assuming a 20 per cent member hank- 
legal reserve requirement as a rough approximation, this $2.86 of reserve© 
could theoretically serve as the basis for $14.25 of bank credit extended 
by member banks. Actually member banks may not expand credit to 
this extreme legal limit for rea>sons noted in previous chapters; but it 
should be apparent that the gold requirement for Federal Reserve Banks 
against memb’er bank reserves is so small as ordinarily to exercise little 
restraint on bank credit expansion. There may be occasions, however, 
when this gold requirement does limit the deposits (reserves) a Federal 
Reserve Bank can hold, and hence does put a limit to credit expansiem. 
Such an instance occurred in 193l. 

Furnishing money for circulation 

All actual money in the United States is now created either by the 
federal treasury or by the Federal Reserve Banks. Treasury currency, 
consisting of silver certificates, metal coins, and United States notes, is 
issued by the Treasury but is placed in circulation largely through tb© 
Federal Reserve Banks as a means of getting it to the commercial banka 
and thus into general circulation. The -Federal Reserve Banks them-t 
selves issue Federal Reserve notes, by far the most important single 
type of money today. These Federal Reserve notes are liabilities of th© 
issuing Federal Reserve Bank, and also of the federal government. Each 
Federal Reserve note must be fully backed by collateral held by the 
issuing bank. At least 40 per cent of this collateral must be gold certifi- 
cate; the other 60 per cent may be gold, rediscounted papker, government 
bonds, or other designated acceptable security. 

The total amount of paper money and coin in circulation has increased 
steadily in recent years, owing largely to increased hoarding and to in- 
creased business activity. But aside from this special increase, th© 
furnishing of money for circulation is a regular operation. New currency 
is constantly being put into circulation to replace old, worn currency. 
There are reasonably predictable increases in the amount of currency in 
ebculation at c^iiain periods of the year, such as Christmas, 
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time, erouhd the. Fourth of July, and so on, when people and businesses 
want more hAnd-torband cash. This cash is put into circulation simply 
by the banks paying it out on withdrawals made by customers during 
such periodfu The member banks -get the cash to pass out to customers 
by drawing on their reserve accounts at the Federal Reserve Banks. The 
Reserve Banks always keep on handJarge supplies of all sorts of paper 
money and coin to meet needs of member banks. Following these periods 
of increased demand for cash, the pash flows back to the member banks 
and is returned by them to their reserve accounts in the Reserve Banks. 
Thus the Federal Reserve stands ready to furnish cash for circulation 
whenever needed by the member banks. And even if member banks do 
not have excess reserves on which to draw for cash, the Reserve Banks 
may increase member banks’ reserves by loaning them money or buying 
securities from them and in this way make cash available to the member 
banks. These ways of increasing member bank reserves are discussed 
under the powers of the Federal Reserve authorities to control money 
and credit conditions. 

Although the total quantity of money has ordinarily fluctuated rela- 
tively little around its steady increase, the Board of Governors, acting 
through the Federal Reserve Banks, has the power to increase Federal 
Reserve notes up to the legal limit set by the 40 per cent 'gold require- 
ment and the 100 per cent total collateral requirement. Ordinarily 
these legal requirements leave considerable leeway for increase of the 
notes outstanding, so that ordinarily the issue of Federal Reserve notes 
is largely a matter of discretion of the Federal Reserve authorities. As 
stated above, they commonly stand ready to supply the currency needed 
for hand-to-hand circulation. But this discretionary control of the 
amount of currency also gives them a means of influencing the price level 
and general business conditions. This power of increasing or decreasing 
Federal Reserve notes in circulation as a price level control device has 
been sparingly used. The Board of Governors has much more commonly 
attempted to influence the price level and business conditions by con- 
trolling the amount of bank credit, largely because bank credit is quanti- 
tatively so much more important and because money issued beyond the 
public’s “wants” will simply be returned to the banks. 

Clearing and collection of checks 

Almost all bank checks drawn on out-of-town banks are cleared through 
the Federal Reserve System. For example, suppose a merchant in 
Chicago sells a $100 bill of goods to a customer in Detroit, and receives 
in payment a check on the customer’s Detroit bank. The merchant, in- 
stead of having to go to Detroit to collect the check, simply deposits it 
at his bank in Chicago, receiving a $100 credit to his account. The 
Chicago bank then sends the check to the Chicago Federal Reserve Bank, 
which credits the reserves of the Chicago bank by $100 and debits the 
reserves of the Detroit bank by $100. The check is then sent to the 
Petroit bank, which debits the customer’s account by $100. The Chicago 
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merchant has his $100; the Detroit customer has $100 less. And since 
both banks keep their reserves with the Chicago Federal Reserve Bank, 
the process of clearing the check is accomplished simply by increasing 
the reserve account of the Chicago member bank and decreasing the 
reserve account of the Detroit member bank. 

If the check had been written by a customer in New York, instead of 
Detroit, the collection process would be similar although it would involve 
two Federal Reserve Banks instead of one, because New York and Chicago 
are in different Federal Reserve districts. The Chicago merchant would 
again take the check to his bank and receive deposit credit of $100 for it. 
The Chicago bank would then send the check to the Chicago Federal 
Reserve Bank, which would increase the Chicago member bank’s reserves 
by $100. Then the Chicago Federal Reserve Bank would send the check 
to the New York Federal Reserve Bank, where the account of the New 
York bank upon which the check was drawn would be debited by $100. 
The check would then be sent to the New York member bank, which 
would debit the account of the customer drawing the check. Again the 
Chicago merchant has received his $100, and the New York buyer has 
$100 less. 

This process would complete collection of the check, but it would leave 
the New York Federal Reserve Bank owing $100 to the Chicago Federal 
Reserve Bank. To take care of such cases, the twelve Federal Reserve 
Banks maintain in Washington an ‘Tnterdistrict Settlement Fund.” This 
fund is composed of accounts kept there by each of the twelve banks. 
Then when the New York Bank owes the Chicago Bank $100, this sum 
is simply transferred from the account of the New York Bank to that 
of the Chicago Bank within the Interdistrict Settlement Fund without 
any shipment of currency. Since checks payable from one district to 
another ordinarily about offset each other, these interdistrict clearings 
transfers are ordinarily fairly small in total. Such transfers as are 
necessary to settle adverse clearings balances between the Federal Re- 
serve Banks are made by telegraph through the Interdistric^ Settlement 
Fund. 

Nonmember banks may use the Federal Reserve clearing system, and 
many of them do. Nonmember banks using the clearing system are 
required to maintain “clearing balances” with the district Federal Re- 
serve Bank in order to give the Federal Reserve Bank a fund on which 
to draw to pay checks drawn on the bank and to which to add checks 
payable to the bank. To give some idea of the magnitude of this clearing 
function, in 1938 the Federal Reserve System handled roughly a billion 
checks, the total value of which was $232,000,000,000. 

Supervising member banks 

Banks in this country are subject to supervision by several authorities. 
The Federal Reserve supervises all member banks. The Comptroller of 
the Currency supervises all national banks. Each state supervises all 
state banks chartered by it. The Federal Deposit Insurance Corporation 
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time, arouhd the fourth of July, and so on, when people and businesses 
want more hand-torhand cash. This cash is put into circulation simply 
by the banks paying it out on withdrawals made by custopiers duripg 
such period The member banks ^t the cash to pass out to customers 
by drawing on their reserve accounts at the Federal Reserve Banks. The 
Reserve Banks always keep on hand Jarge supplies of all sorts of paper, 
money and coin to meet needs of member banks. Following these periods 
of increased demand for cash, the cash flows back to the member banks 
and is returned by them to their reserve accounts in the Reserve Banks. 
Thus the Federal Reserve stands ready to furnish cash for circulation 
whenever needed by the member banks. And even if member banks do 
not have excess reserves on which to draw for cash, the Reserve Banks 
may increase member banks' reserves by loaning them money or buying 
securities from them and in this way make cash available to the member 
banks. These ways of increasing member bank reserves are discussed 
imder the powers of the Federal Reserve authorities to control money 
and credit conditions. 

Although the total quantity of money has ordinarily fluctuated rela- 
tively little around its steady increase, the Board of Governors, acting 
through the Federal Reserve Banks, has the power to increase Federal 
Reserve notes up to the legal limit set by the 40 per cent ’gold require- 
ment and the 100 per cent total collateral requirement. Ordinarily 
these legal requirements leave considerable leeway for increase of the 
notes outstanding, so that ordinarily the issue of Federal Reserve notes 
is largely a matter of discretion of the Federal Reserve authorities. As 
stated above, they commonly stand ready to supply the currency needed 
for hand-to-hand circulation. But this discretionary control of the 
amount of currency also gives them a means of influencing the price level 
and general business conditions. This power of increasing or decreasing 
Federal Reserve notes in circulation as a price level control device has 
been sparingly used. The Board of Governors has much more commonly 
attempted to influence the price level and business conditions by con- 
trolling the amount of bank credit, largely because bank credit is quanti- 
tatively so much more important and because money issued beyond the 
public’s “wants” will simply be returned to the banks. 

Clearing and collection of checks 

Almost all bank checks drawn on out-of-town banks are cleared through 
the Federal Reserve System. For example, suppose a merchant in 
Chicago sells a $100 bill of goods to a customer in Detroit, and receives 
in payment a check on the customer’s Detroit bank. The merchant, in- 
stead of having to go to Detroit to collect the check, simply deposits it 
at his bank in Chicago, receiving a $100 credit to his account. The 
Chicago bank then sends the check to the Chicago Federal Reserve Bank, 
which credits the reserves of the Chicago bank by $100 and debits, the 
reserves of the Detroit bank by $100. The check is then sent to the 
Detroit bank, which debits the customer's account by $100. The Chicago 
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chasers,, aisd creditiiig these payments to the goveitiment-s heeount. 
Whea secmrities are paid' off, the Resem Banks again take over tile 
ta^ of making the actual disbursements, debiting the government's 
account. The Kew Yoafk Federal Reserve Bank aicts as agent for the 
Treasury in its foreign exchange dealings. Some 2,500 of the system's 
11,000 employees devote their full time to carrying out these fiscd func* 
trens for the government. The Treasury and other federal agencies 
served by the Federal Reserve Banks reimburse the Banks for rmieh of 
the expense involved in carrying out these services. 

Credit Control by the Federal Reserve 

Although the service functions just listed occupy the time of the vast 
majority of the Federal Reserve’s personnel, the function of maintaining 
“monetary and credit conditions favorable to sound business activity in 
8)11 fields” is likely to have much more far-reaching effects on economic 
life. Primarily the Federal Reserve authorities attempt to carry out 
this function through influencing the amount of credit extended by the 
banking system. Aside from the power of currency issue, there are seven 
major means available to the System authorities for controlling the 
amount of credit extended. 

Open morket operations 

The primary means of controlling bank credit used by the Federal 
Reserve over the last decade has been the purchase and sale of govern- 
ment securities in the open market of the New York stock exchange — 
hence the name “open market operations.” By buying government 
securities, the Federal Reserve can inerease banks’ reserves, which is con- 
ducive to better business conditions and higher prices. By selling gov- 
ernment securities, the Federal Reserve can draw down banks’ reserves, 
which tends to check expanding credit and rising prices. 

Suppose first the Open Market Committee feels that an inffationary 
boom is in progress and wishes to impose a restraint on bank credit expan- 
sion in order indirectly to check the too-rapid boom and rising prices. It 
will then sell securities in the open market. These securities may be 
bought by individuals, businesses, or the banks themselves. Suppose 
first an individual or nonbanking institution buys a |1,000 bond sold by 
the Federal Reserve. The buyer might pay the Federal Reserve in cur- 
rency, though this would be very unusual. If he did pay in currency 
this would withdraw 31,000 of currency from circulation, which would 
help check the boom. 

Far more likely, the buyer would pay for the bond with a check on 
his bank. The Federal Reserve would then collect the check from the 
member bank on which it was written, decreasing the bank’s reserves by 
$1/X)0. The member bank’s dejjosits would be down $1,000, and- it* 
reserves down $1,000. It thus loses not only the reserve behind the lost 
$1,(^ deposit (say 30 per cent or $200 for city banka), bat atett- tiiw 
additmai |8(X^ that had been eitheir exeess reserves or netstvt btiiiiiit 
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other deposits* Wheu the buyer pays the Federal Reserve for the bond, 
this decreases the excess reserves ol^the buyer’s bank by a sum almost as 
Ihrge as the purchase — ^here by fSOO* on the $1,000 bond purchase. Such 
a loss of reserves of course tends to check bank credit expansion. If 
the banks themselves buy the bonds sold by the Federal Reserve, the 
restrictive effect on credit expansion is stronger yet. Suppose a bank buys 
the $1,000 bond. In paying for its purchase it loses $1,000 of reserves, 
but its deposits remain unchanged. Therefore it has lost the full $1,000 
of excess reserves, an even greater loss than when a customer of the 
bank bought the bond. By decreasing the excess reserves of member 
banks, the Reserve authorities can decrease the credit expansion possible 
and put direct pressure on member banks to go more slowly in making 
new loans and investments. 

Sale of securities by the Federal Reserve is likely to be effective in 
limiting bank credit expansion if it draws excess reserves down to low 
levels. Hence it is likely to be most effective in times when banks have 
already made large loans and investments. It will be much less effective 
if banks have large excess reserves on hand, for they can then lose reserves 
and still have left an adequate base for new loans and investments. The 
power of the Reserve authorities to check credit expansion by open 
market operations thus ultimately depends on the quantity of securities 
held by the Reserve Banks relative to the excess reserves of the commercial 
banks. For example, in early 1941 excess reserves totaled over $6,000,- 
000,000, an unprecedentedly high figure, while the Federal Reserve owned 
only about $2,600,000,000 of government securities. Thus, the Federal 
Reserve had only very limited open market power to check a wave of 
bank credit expansion as banks began to expand credit. The securities 
of the Federal Reserve would have been exhausted long before excess 
reserves of the member banks had even run low. 

Suppose, on the other hand, that the Open Market Committee wishes 
to stimulate bank credit expansion in order to stimulate recovery from a 
depression or check a business recession. It can then order the Federal 
Reserve Baiiks to buy securities in the ojjen market. These securities 
may be purchased either from banks or from individuals and nonbanking 
institutions. Suppose first an individual sells a $1,000 bond to the 
Federal Reserve. He receives in payment a cheek from the Federal 
Reserve Bank buying the bond, which • check he may either cash or 
deposit at his bank. If he cashes the check, his bank will obtain the 
$1,000 from the Federal Reserve by collecting the check, and the net 
result will be $1,000 more currency in circulation, a result which tends 
to stimulate increased buying and higher prices. If the individual simply 
deposits the check at his bank, both the bank’s deposits and its reserves 
are increased by $1,000. Since it needs hold only a fractional reserve 
against deposits (20 per cent or $2(K) to take the previous example) the 
net result is an increase of $800 in excess reserves. If a bank itself sold 
the bond bought by the Federal Reser^re, excess reserves would be even 
further increased, since the bank would receive $1,000 of new reserves 
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from the Federal Reserve but its deposits would be unchanged. There- 
fore, the net result would be an increase of $1,000 in the bank’s excess 
reserves. 

By increasing banks’ excess reserves, the Federal Reserve increases the 
incentive^ to make new loans and investments, for no banker likes to 
lose the interest he might earn on idle reserves. However, if excess 
reserves are already large, open market purchases are likely to be ineffec- 
tive in stimulating credit expansion. If a bank already has large excess 
reserves and is failing to make loans and investments because of inability 
to find “safe” and “profitable” borrowers and because of a general lack 
of desire to borrow for business purposes at such times, the increased 
excess reserves resulting from Federal Reserve open market purchases 
are not likely to lead the bank to expand credit very much, if at all. 
Like most other Reserve controls, open market policy is likely to be 
much more effective in checking credit expansion in boom times than in 
stimulating credit expansion in bad times, although it can exercise some 
pressure toward expansion by increasing excess reserves that bankers 
dislike to keep idle. 

With the tremendously increased volume of government securities 
issued to finance depression spending and the present war, it has become 
an increasingly important aim of Federal Reserve open market policy 
to help stabilize the bond market to aid Treasury financing. Recently 
this aim has conflicted with, and largely eliminated, any possible open 
market operations to curtail credit expansion. 

Rediscount rate changes 

When a member bank runs short of reserves (because of making many 
new loans and investments, because of cash withdrawals, because of 
adverse clearing balances, and so on), it may borrow from the Federal 
Reserve Bank to replenish its depleted reserves. Ordinarily in such a 
case the member bank would “rediscount” notes. The member bank has 
made loans to customers for short periods on the customers’ promises to 
repay, which promises to repay are called “notes,” or “commercial paper.” 
Since it deducts its interest in advance, we say the bank discounts its 
customers’ notes. When the member bank needs reserves, it can “redis- 
count” these notes with its Federal Reserve Bank— that is, it can borrow 
from the Federal Reserve Bank on the security of such a note, just as the 
customer borrowed from it on the security of the same note. And the 
rate of interest, or discount, chained by the Federal Reserve Bank to 
member banks is called the “rediscount rate.” 

Let us trace through a hypothetical case. Suppose X borrows $1,000 
for 60 days from the bank on his note, pledging as security part of the 
stock of goods of his business. The bank’s discount rate is 6 per cent, so 
the interest for 60 days would be 1 per cent, or $10 deducted in advance 
from the loan. X would then receive $990, and in 60 days would repay 
$1,000, leaving the bank $10 profit on the loan. But suppose that owing 
to unexpected withdrawals the bank runs short of reserves. It could then 
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(if It jiked nsmediateljr) rediscoont X’b aiote At ite Fedet«l Re<ierve Bank 
«t tbe nediaeoimt rate, Suppose the rediscount rate is 8 per cent. 
Then X’s bank will give his note to the Reserve Bank, receiving $i,000 
less 3 per eent annually (% of I per cent fcff §0 days) rediscount, or a 
total of f0®5 reserves by rediscounting the note ($1,000 less $6 interest 
charged by tbe Federal Reserve Bank) . When X repays the $1,000 at the 
end of 60 days, hie bank will pay the $1,000 to the Reserve Bank and 
the note will be returned to hjim. X has borrowed from his bank at 6 
per cent; the bank has borrowed from the Federal Reserve Bank at 
3 per cent, X's bank has naade $5 on the deal, and the Reserve Bank 
has sonde f§, accounting for the total $10 of interest X pays, X’s bank 
would have nsade the full $10 itself if it had not rediscounted the note; 
but when pressed for reserves it was able to rediscount the note and still 
make a profit on the loan since the rediscount rate was lower than its 
own discount rate to X. 

Thus the Federal Reserve Banks may be able to control credit expansion 
by member banks throu^di changing the rediscount rate. Suppose that 
in a boom period banks have been making large loans and investments, 
so that excess reserves are largely exhausted. At such a time the banks 
could keep o® expanding loans and investments only by obtaining more 
reserves, which they might get by rediscounting loans. But by raising the 
rediscount rate to, let us say, 6 per cent, the Federal Reserve Bank 
could wipe out the profit on a loan. By doing this it would cheek credit 
expansion by its member banks, for they will continue to make new 
loans and investments only so long as it is profitable to do so. It is 
possible that the member bank will raise the interest rates charged to 
customers, in order to re-establirfi a margin of profit on rediscounted 
notes. But this higher interest rate to customers will itself check bor- 
rowing. In either case, the higher redisooimt rate charged by the Federal 
Reserve Banks has acted to check bank credit expansion. 

Thke now the opposite case, udiere the Federal Reserve wishes to 
stimulate recovery from a depression by stimulating bank credit expan- 
sion, Supptwe in such a case all Federal Reserve Banks lower redis- 
count rates to, let us say, 1 per cent. Will this stimulate bank credit 
expansion? Probably not, although it may have some effect. The 
reason is simple. In a depression, banks typically have large excess 
reservies lying idle because of bankers' inability to find what they con- 
sider safe and profitable loans and investmmts and because of the absence 
of ^rsons and bu^esses wishing to borrow money for productive uses 
during depression. Therefore, if a bank makes a loan to a customer it 
would ee^inly not rediscount the note. By holding the note itself, 
the member bank earns the entire mterest— it would be foolish to redis- 
eount the note when it has already such large idle reserves. The lower 
Federal Reserve rediscount rate is of little significance to the member 
banker, for he does not wish to rediscouint. The interest rote charged 
Is of little significance to a person who does not want to borrow. 

From this it is evident that higher rediscount rates may be fairly 
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effective in <^edcmg bank credit expansion if they come at a time when 
low excess reserves force member banks to rediscount. But low redis- 
count rates are much less likely to stimulate new bank loans and invest- 
ments during depression periods, for when banks have excess reserves 
they do not have to rediscoimt. Lower rediscount rates inaugurated 
early in recession might aid in checking the contraction of bank loans 
and investments. In such a period, lower rediscount rates would make 
it easier for banks to obtain fimds without liquidating assets. But a 
tradition against rediscounting except in emergencies has grown up 
over a long period among American bankers, and this tradition sharply 
reduces the effectiveness of lower rediscount rates in stimulating Hanir 
credit expansion. 

"Advances" 

A member bank may borrow from its Federal Reserve Bank on its 
own promissory note, just as a customer borrows from his bank on his 
promissory note. If it borrows on such a note, rather than rediscounting 
a customer's note, a member bank must pledge collateral as security for 
the “advance” made by the Federal Reserve Bank. This collateral may 
be anything acceptable to the Federal Reserve Bank (often government 
bills) , but the rate charged on advances secured by collateral other than 
Government securities or “eligible paper” must be at least % of 1 per cent 
higher than the rediscount rate. The comments just made about the 
effectiveness of changes in rediscount rates apply also to changes in the 
rate charged on advances. Higher rates when excess reserves are low 
have some pwwer to check credit expansion; lower rates at any time are 
of very limited effectiveness because of the tradition against member 
bank borrowing, especially in times of large excess reserves when member 
banks have no need to borrow. 

The Reserve authorities may also affect credit expansion through their 
policy on advances by altering what they consider “acceptable" collateral. 
If they wish to check member bank borrowing and hence member bank 
credit expansion, they may make stringent requirements as the col- 
lateral presented by banks desiring advances. If they want to stimulate 
credit expansion, they may relax their standards of acceptable collateral. 
But Federal Reserve policy on advances has been of minor importance 
because of the very limited use that bankers have made of this device. 

Direct pressure 

When the Federal Reserve authorities wish to restrict member bank 
credit expansion, they may use “direct pressure," or “moral suasion.” 
This pressure may take any one of several forms. Examiners may be 
instructed to become more stringent in their requirements for “good" 
loans and investments. Federal Reserve officials may send circular 
letters to member banks, pointing out the dangers of “speculative" Joans 
and investments; and particular offending bankers may be singed out 
for personal letters or interviews. Federal Reserve offidais inay make 
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public statements warning against, x)verexpan8ion of business and of 
loans to business for speculative purposes. In extreme cases, the Reserve 
Banks may simply refuse to loan to offending member banks — ^that is 
they may refuse to rediscount or make advances to the offending bank, 
thereby limiting its power to obtain reserves for further credit expansion. 

Direct pressure may also be used in an attempt- to persuade bankers 
to make more loans and investments in bad times. Federal Reserve 
officials may make public statements pointing out the need for business 
expansion and that excess reserves are available to finance such expansion; 
they may relax examiners’ standards of “good” loans and investments; 
and so on. But such moral suasion has not generally proved very suc- 
cessful in controlling the volume of bank credit. 

Changes in member bank reserve requirements 

Before 1933 discount rate changes, open market operations and direct 
pressure were the important instruments available to the Federal Reserve 
authorities for regulating bank credit expansion. As part of the legis- 
lation of 1933, a more drastic power was given the Board of Governors — 
the power to change actual legal reserve requirements for member banks 
from the then existing levels of 7 per cent, 10 per cent, and 13 per cent for 
the three classes of banks. This power was enacted into permanent law 
by the Federal Reserve Act of 1935, which greatly centralized control of 
the Federal Reserve System in the hands of the Board of Governors. At 
present the Board has the power to vary legal reserve requirements 
between the old levels and levels twice as high — ^that is, between 7 per 
cent, 10 per cent, and 13 per cent, and 14 per cent, 20 per cent, and 26 
per cent on demand deposits, and between 3 per cent and 6 per cent on 
time deposits. Up to 1942, the Board had exercised this power five times, 
raising reserve requirements in 1936 and twice in early 1937 as the danger 
of an inflationary boom on large excess reserves became serious, lowering 
requirements in 1938 in an effort to stimulate expansion during the business 
contraction following 1937, and raising them to the legal maximum in the 
war boom* and inflationary expansion of late 1941. In 1942, as excess 
reserves of New York and Chicago banks were depleted by shifts of 
funds, the currency drain, and increasing required reserves for growing 
deposits, •the Board lowered central reserve city requirements against 
demand deposits to 20 per cent, in order to permit these banks to continue 
to buy large amounts of government securities. 

By raising reserve requirements, the Board is able directly to decrease 
member banks’ excess reserves and thereby to restrict credit expansion. 
Suppose a member bank has $1,000,000 demand deposits and $200,000 
reserves, the legal reserve ratio being 12 per cent. This leaves $80,000 
of excess over the required $120,000 reserves. If then the Board raises 
the legal ratio to 14 per cent, this increases the reserve required against 
the same deposits to $140,000, and decreases excess reserves to $60,000. 
Similarly, if the legal reserve ratio were lowered, this would directly in- 
crease excess reserves. 
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How effective changes iui legal reserve requirements .will b^ iri’^chieving 
the desired ends again depends on conditions prevailing - 1 at the timei 
Raising reserve requirements will be effective in checking credit expan-' 
sion (or even in forcing contraction of credit) if it reduces excess reserves 
to levels the bankers consider undesirably, or “dangerously,” low. In any 
case reducing excess reserves will have some limiting i: effect on credit 
expansion at the time, and the higher reserve; requirements reduce the 
amount of loans and investments that can ultimately be . made- on existing 
reserves if banks should expand to this limit. Lowering' reserve require- 
ments will be effective in stimulating bank credit expansion' only if 
bankers make new loans and investments on the- basis of the excess 
reserves created by lowering reserve requirements. If banker^ already 
had large excess reserves before the lowering of reserve requirements, 
the addition of still more excess reserves will not greatly stimulate lending 
and investing, though any increase in excess reserves puts pressure on 
bankers to make loans and investments in order to earn all possible 
interest on idle reserves. 

Changes in "margin" requirements 

All the credit control powers noted so far relate to the volume of bank 
credit in general, rather than to the particular use made of it. But the 
Federal Reserve Act specifically directs the Federal Reserve authorities 
to guard against the undue use of bank credit for speculative purposes. 
For the most part, reliance is placed on the judgment of the individual 
banker to see that the loans made are “sound” and not for speculative 
purposes, and bankers are continually subjected to supervision by bank 
examiners. But the Board of Governors has been given special powers 
to control the use of bank credit that may be used for speculation in 
securities. 

Many times customers buy securities “on margin” — ^that is, by paying 
the broker a cash “margin” (down payment) and borrowing the rest of the 
purchase price from the broker, leaving the newly purchased securities 
with the broker as collateral for the loan. The brokers, in turn, typically 
borrow from commercial banks the funds, that the security buyer does 
not put up as margin (cash) . The smaller the margin required, the more 
speculators can borrow of the purchase price of the securities bought; 
the higher the margin, the less they can borrow. 

Therefore, if margin requirements are raised, the use of bank credit 
for speculation in securities is to some extent checked. If margin require- 
ments are lowered, it becomes easier to use credit in buying securities. 
In tl)u -Securities Exchange Act of 1934 the Board of Governors was given 
power to set minimum margin requirements for dealings on the major 
securities exchanges. This power to change margin requirements has been 
exercised by the Board several times since 1934, with margin requirements 
ranging from 40 per cent to 66 per cent at different times. These require- 
ments are substantially higher than those in effect during the stock market 
boom of the late 1920’s. > ; . ■ ■ 
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.ythcfugh speculative activity in securities has played an important part 
in most booms, this power to change margin reqmrements is of limited 
value in mamtaining business stability. This is true for two reasons. 
First, control of the use of credit in security markets, even if it could be 
made completely effective, would touch only a small segment of the 
economy, and the general control of the total quantity of credit is of 
much broader importance. Second, higher margin requirements are only 
a partial check against “undue” use of credit in security speculation. 
Higher margin requirements can check direct extension of bank credit 
through brokers to customers for use in margin purchase speculation, but 
they cannot prevent the use of other bank credit for this purpose. If Mr. A 
borrows $10,000 directly at his bank (on his personal note) , he may use 
this to pay the broker in full so that higher margin requirements are of 
no effect. Yet he is still using credit to speculate in securities. The 
power to change margin requirements is of considerable importance in 
the particular area of the security markets, but of much less importance 
than the overall credit controls for the economy as a whole. 

Control of installment credit 

During the ’twenties, one of the factors contributing to the steadily 
increasing consumer demand for goods was the rapid growth of install- 
ment credit. An increased extension of such credit by sellers has the same 
effect on total consumer buying power that a corresponding increase in 
bank credit extended to consumers would have. It might be thought that 
installment credit merely constitutes a postponement of payment, but so 
long as sellers continue to extend new installment credit as fast as the old 
is paid off, the increased total volume of credit remains outstanding; and 
during the ’twenties sellers not only replaced maturing installment credit 
but continually increased the total volume outstanding. With the de- 
pression, such credit was curtailed in the general process of liquidation, 
and as purchases were paid off without new extensions of credit the total 
volume of installment credit was contracted, thereby reinforcing the 
general prdcess of credit and business contraction and liquidation. 

With the upswing of business activity following 1933, installment credit 
again became a major factor in consumer buying. As long as the major 
problem was to increase spending and employment, this increase in the 
volume of installment credit was consonant with general credit aims, but 
when, in 1941, the limits of productive capacity, employment, and raw 
materials were reached in many industries crucial to the defense effort, 
it became necessary to divert the available production from civilian to 
defense uses. Although it was not yet considered necessary to impose 
drastic overall credit controls, it was thought advisable to curtail con- 
sumer spending on such articles as autos, refrigerators, radios, furnaces, 
and so on, which use large quantities of essential defense resources, in order 
to prevent sharp price rises that otherwise would have resulted from 
sharply restricted production (imposed by t^iorities) in the face 
unre^ricted consumer demand. 
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The Federal Eeserve was ebos«i to impose and administer this restiSc- 
tion of installment credit in August 1&41, The original regii^oo applied 
only to certain artidies directly competing with defense production and to 
cash loans on an installment basis under .|E,‘000, prescribing m inimn tn 
down payments and maximum length of payment period. The original 
regulation was very mild, but the breadth and stringency of the control 
have been increased as the urgency of the problem has increased. 

Installment credit control is a form of sefective credit control somewhat 
similar to the Board’s control over margin requirements in tho securities 
markets. Like the control over margin requirements, it fulfills aaa impca’- 
tant function in a special area, but is of comparatively small importance 
as an overall credit control device. As with margin requirements, regu- 
lation of installment credit practices is closely involved with general social 
pressure for “reform” of “excessive” practices. Whetha* such controls 
will continue to be exercised after the war emergency that called them 
forth has passed is a matter that only time can tell. 

Credit Policy in Wartime 

In 1942 a serious dilemma arose for the Federal Reserve authorities. 
In spite of the staggering increases in war expenditures, taxes were in- 
creased only a fraction of this amount and purchases of government 
securities by individuals and nonbanking institutions fell far short of 
providing the additional funds needed. Thus it soon became apparent 
that probably over half of the entire new public debt issues would have 
to be sold to the banks. For fiscal 1943, it was generally estimated that 
the banking system would take over $30,000,000)000 of the total increase 
of about $60,000,000,000 in the public debt, as compared to only slightly 
over $20,000,000,000 of federal tax collections. 

Coupled with decreasing supplies of civilian goods for sale, this tremen- 
dous increase in expenditures through credit expansion exerted a powerful 
inflationary pressure, greatly increasing the difficulty of maintaining the 
direct price controls established by the Office of Price Administration. 
Owing to increasing reserve requirements against soaring deposits and 
to a heavy drain of currency into circulation ( member bank excess reserves 
were rapidly depleted. Federal Reserve officials were tlien faced with the 
problem — whether to permit exhaustion of excess reserves to check the 
inflationary credit expansion, or to provide added excess reserves to enable 
the banks to continue to buy vast amowts of securities., in spite of the 
inflationary consequences. They chose the latter alternative, a course 
made virtually inevitable by tlie faihure of Congress to enact an adequate 
program of taxation and forced saving. Farly in 1942, the Reserve Banks 
began to buy heavily in the open market to provide additional res^es, 
and early in the autumn tlie Board lowered reserve requirements de- 
mand deposits at central reserve city banks by three steps to 20 per cent, 
equal to the reserve city requdnement. Bank deposits and holdings of 
government securities rose at an mq^ecedented rate, deposits in 1943 
approaching a level double tliat of the 1929 peak. 
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Most drastic inflations have come in wartime or shortly thereafter. 
Yet under war conditions, credit policy is largely dictated by war needs. 
GovCTnment expenditures and taxes, outside the control of Federal Re- 
serve authorities, dominate the picture, with taxes grossly inadequate in 
virtually every case in recent history. At no other time are the limita- 
tions on the power of credit control alone to check inflation more clearly 
exhibited; credit policy in its broader aspects is essentially determined by 
the volume of war expenditures relative to the volume of taxation plus 
borrowing by the nonbanking public, since the central bank must assure 
the taking of government securities not sold to the public. Thus, as will 
later be considered more fully, under the dangerous inflationary circum- 
stances associated with war conditions, credit policy must be secondary 
in importance to fiscal policy and to other governmental direct actions in 
promoting economic stability at desired levels. 

Summary 

By reducing excess reserves and by making it more difficult for member 
banks to obtain additional reserves, the Federal Reserve authorities may 
rathfer effectively check credit expansion if they are willing to take suffi- 
ciently drastic steps. But the Federal Reserve’s power to check credit 
expansion is limited by its power to exhaust member banks’ excess 
reserves. With the recent excess reserves of $6,000,000,000, for example, 
the Federal Reserve would have exhausted all its securities in open market 
sales long before excess reserves were seriously impaired. Likewise, even 
though, in addition to the open market sales, member bank reserve 
requirements were raised to the Board’s limit of 14 per cent, 20 per cent, 
and 26 per cent, this would have left excess reserves of some $2,500,000,000 
to serve as the basis for credit expansion. Since member banks would not 
need to borrow from the Federal Reserve Banks under such circumstances, 
higher rates on advances and rediscounts would be ineffective. Direct 
pressure would be available, but this has never proved a major instrument 
of control. Higher margin requirements are useful only in the fairly 
narrow area of the securities markets, and installment credit control was 
not then available. The Federal Reserve authorities could only hope for 
additional power to raise reserve requirements further in case of an 
inflationary price rise (and they did in fact request this additional power 
from Congress) ; the situation was indicative of the limitations on Federal 
Reserve powers. And in fact it was the rapid drain of currency into 
hand-to-hand circulation in 1940, 1941 and 1942, a phenomenon largely 
outside the control of Reserve authorities, that was far more effective in 
reducing excess reserves than anything the Federal Reserve could have 
done to achieve this end. 

By increasing excess reserves and making it easier for member banks to 
obtain more reserves. Reserve authorities may attempt to stimulate bank 
credit expansion. But there is no way of forcing the banks to make loans 
if bankers do not feel that safe and profitable loans and investments are 
available or if businessmen and farmers do not want to borrow. The 
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authorities can make reserves available to member banks in the hope that 
this will lead to expansion of loans and investments, but they cannot 
insure a demand for bank loans or a willingness on the part of bankers to 
make loans. 

Establishment of the Federal Reserve system and especially the central- 
ization of authority provided by the Act of 1935 have greatly increased the 
possibilities of control of bank credit expansion, but these possibilities of 
control are still very limited, especially in regard to checking contraction 
of loans and investments in times of business recession and stimulating 
expansion in depression. The quantity of credit (bank checks), which 
makes up by far the largest part of our circulating medium, is still largely 
dependent on the loans and investments extended or called in %y the 
commercial banks — ^Federal Reserve control has only partially removed 
the dangers of drastic fluctuations in the amount of bank credit extended. 
Lastly, even though control of bank credit expansion and contraction 
could do much toward mitigating business fluctuations through controlling 
bank credit extension, one must not overestimate the possibilities of 
controlling business fluctuations through controlling the extension of bank 
credit. Booms and depressions have many causes, and many complex 
characteristics, only some of which are susceptible to control by monetary 
means. 




Part IX 

GENERAL BUSINESS FLUCTUATIONS 
AND ECONOMIC POLICY 

PREAMBLE 

No ECONOMIC question of the last decade has occasioned so much bitter 
dispute as that of how to “cure” the long depression of the 1930’s — a very 
proper question in view of the severe economic disruption and social 
distress wrought by this worst of all modern economic debacles. Un- 
fortunately, booms and depressions are exceedingly complex economic 
phenomena, and not even professional economists, much less the lay 
public, have been able to agree on the best way to go about straightening 
matters out. “Spend more!” cries one group. “Spend less!” shouts 
another. “The thing to do is get prices and costs back into line,” insists 
a third. 

Upon so complex a question one must be content with a good deal less 
than “final answers” in an elementary course — indeed, in any course, if 
the conflicting opinions of the experts are any indication. Yet much can 
be said about the effects of different policies on business fluctuations, and 
the way to begin is by explaining some of the major factors at work in 
such oscillations. 
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CHAPTER 44 


General Business Fluctuations 

What Are ''Business Cycles"? 

The most elementary survey of the economic history of industrialized 
countries shows clearly recurrent booms and depressions. Therefore it 
has become common to speak of “business cycles” or of “the business 
cycle.” Strictly speaking, there is no such thing as “the” business cycle. 
Although there have been rather regularly recurring waves of business 
expansion and contraction for the last century and a half in the industrial- 
ized countries of the world, these waves or fluctuations have been only 
roughly similar. To speak of “the” business cycle is to give a definitely 
misleading connotation. It may even be preferable to avoid the word 
“cycle” since cycle connotes a regularity that business fluctuations have 
not always had. There have usually been minor business fluctuations 
(cycles) about every three or four years, and larger fluctuations on an 
average of about every nine years. Yet these periods have varied widely, 
both as to amplitude and frequency. For example, the “depression” 
following 1929 was more severe than any other in American history, and 
longer than any other except possibly that following the crisis of 1873. 
But during the period since 1929 there have been two minor “cycles,” 
superimposed upon the major cycle. There was a revival in late 1933 and 
early 1934, followed by a recession; and then a very sharp .upswing in 
1936 and early 1937, followed by a severe recession. By early 1941 busi- 
ness activity had again achieved high levels with industrial production on 
the highest level ever, well above 1929. Yet there was still an “army of 
unemployed.” This brief period illustrates well these two major charac- 
teristics of business cycles — first, their fairly regular recurrence, and 
second, the fact that every “cycle” is different from every other. 

In spite of such differences, it is- easy to point out certain major 
characteristics that are present in every cycle. Indeed, it is useful in 
studying them to set up a rough “pattern” of business fluctuations, 
including in the pattern those characteristics that are most common and 
important for all cycles. But it must be remembered that this is only 
a “pattern,” and that an explanation of any particular fluctuation must 
take account of the many characteristics peculiar to it and . may require 
modification of the basic pattern. 

Although each busines cycle in history has had its own individual 
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characteristics, the essence of all of them has been the fluctuation in 
(1) employment and (2) production. The essence of a “depression” is a 
low level of physical production of goods and widespread unemployment 
of productive resources, especially labor. The main characteristics of 
what we generally call “prosperity” are relatively full employment and 
a high level of productive activity. A third major characteristic, follow- 
ing from these two, is fluctuations in income. Fluctuations of “real 
income” are the same as fluctuations in production, but there also occur 
fluctuations in total money income being paid out for tlie use of productive 
agents, fluctuations that play an important role in the cyclical process. 
A fourth major characteristic — and one which does not necessarily follow 



Fig. 44—1. Production ond employmenf, 1919-1941 (1923-25 — 100).* 

♦Federal Reserve Board Index of Industrial Production; U, S. Bureau of Labor 
Statistics Index of Factory Employment. 


from the fii^st two above — is fluctuations in the price level. All American 
business cycles except that culminating in 1929 have been marked by a 
rising price level in revival and {nroeperity and a falling price level in 
recession and depression. And although the the prosperity of the late 
1920*8 occurred without a rising price level, there never has been a serious 
depression without sharply falling prices. The size of the fluctuations in 
these elements has varied considerably in different cycles, but they are 
the central elements. Figure 44 — 1, showing cyclical fluctuations in 
industrial production and factory employment over the last two decades, 
gives a general idea of this cyclical pattern. Inclusion of very recent 
years would show a tremendous rise und«* the stimulus of the war. 

Although people generally think of “the business cycle” or of “business 
cycles,” there exist also individual cycles of prices and production for 
individual phases of activity — for example, hog cycles, building cycles, 
ship-building cycles, and so on — ^which ^ not always coincide with the 
general business Snctuations. Often it is very difScult to tell when the 
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genera! cycle turns come, because many series turn up or down before 
others. The point selected as the turn of the cycle is arbitrary within 
fairly wide limits. (For example, whether the upturn after the depression 
of 1929-32 came in 1932 or after the bank holiday and financial measures 
of March, 1933, is still debated.) Some writers argue that the general 
business cycle is nothing but a coincidence of many of these individual 
cycles. This coincidence exists, of course, but the problem is to explain 
why the fluctuations in different lines of business are synchronized so as 
to cause such severe fluctuations in employment and production. 



Fig. 44 — 2 . Production of duroble ond nonduroble goods 
<1935-1939= 100).* 

♦ Reproduced from “The Xew Index of Industrial Production,” Board of Governors 
of the Federal Reserve System, p. 10. Indexes adjusted for seasonal variations. 

Fluctuations in production and employment come largely in Jhe capital 
goods and durable consumers’ goods industries. Cyclical fluctuations are 
much sharper in such “capital goods” industries as steel, electrical 
machinery, and locomotives, and in such “durable consumers* goods” 
industries as building construction and automobiles than in shoes, cloth'* 
ing, foods, and other such relatively nondurable consumers* goods. It has 
been estimated that capital goods industries giving only about 1/10 of the 
total employment in 1929 were responsible for almost 1/3 of the total 
unemployment in 1933. This does not mean nondurable consumers’ goods 
industries are not affected by cyclical fluctuations, but rather that the 
heart of the problem lies in the capital and durable consumers’ goods 
industries. Booms center there, and revival must come larply riirough 
increased investment in these areas. 

The primary reason for this difference between the behavior of durable 
and nondurable conaimers' goods is fairly obvious. As b^ween food- 
stuffs and overcoats, for example, in a depression it is fairly easy to wear 
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one's old overcoat another year but if one has any income at all he is likely 
to keep up fairly well his consumption of foodstuffs. If it is a matter of 
buying a new washing machine, the purchase is still more likely to be 
postponed. For a new house, the deferment is easier yet. Purchases 
of “necessities” are maintained if possible while purchases of “non- 
necessities” tend to be postponed. The more durable a good is, the less 
likely is its replacement to be “necessary” in any given year, though 
eventually the replacement of durable goods becomes more and more 
“necessary.” And exactly the same principle holds for decisions of 
entrepreneurs to invest in new machinery, buildings, and other durable 
equipment. Figure 44 — 2 shows how much more violent have been the 
fluctuations in production of durable than in production of nondurable 
goods over the past two decades. The significance of the distinction made 
above between capital goods and consumers’ goods will appear later. 

Entrepreneurs and the Level of Business Activity 

Under a private enterprise, capitalistic type of economic organization, 
such as has existed in the United States, the decisions as to the level of 
production and employment are made primarily by entrepreneurs, whose 
major aim is the maximization of money profits. These entrepreneurs, 
of course, may be either individual proprietors or those responsible for 
management of corporations — ^at present corporate entrepreneurs control 
the largest part of the production and employment in the country, ex- 
cluding agriculture. Governments (federal, state, and local) also directly 
control the level of employment to some extent — ^partly through employ- 
ment of such regular workers as clerks, mailmen, and janitors, and partly 
through such extraordinary employment-maintaining activities as WPA, 
PWA, and so on. However, the former type constitutes a small portion 
of total employment; and the latter type comes largely as a result of 
business cycles, since if there were no depression there would be little 
need for. such government “work-relief” programs as the WPA. There- 
fore, government activities are disregarded here in the preliminary exami- 
nation of the causes of business fluctuations. 

If an entrepreneur can increase his profits by doing so, he will increase 
output, which generally involves hiring additional laborers, buying more 
raw materials, building or buying new plant and machines, borrowing 
funds. If he finds that at his existing output he is incurring losses that he 
can reduce by laying off agents and decreasing output, he will do so. 
Thus, if a seller’s revenue opportunities remain the same and costs of 
productive services rise, the marginal value returns on agents employed 
will no longer be sufficient to cover the marginal costs of employing so 
many agents, and agents will be laid off until the maximum profit or 
minimum loss position is again reached. Gradually firms will withdraw 
from production if losses continue. Conversely, if demand conditions 
improve while costs remain stable, it will be profitable to hire more 
productive agents and increase production: and a similar result obtains 
if demand conditions remain unchanged while costs fall (for example, 
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because of technological improvements, as was the case during the 192 (l’s) . 
Each entrepreneur strives to maximize his profits, and the fluctuations in 
output and employment that constitute business cycles come largely as 
the result of many such entrepreneurial decisions to hire more or less 
agents, to increase or decrease output, in response to changing antici' 
pations of revenue-cost relations — decisions that are more or less synchro- 
nized by the cyclical forces at work. 

In such a complicated economy as ours, where production is round- 
about and for a future market, it should be obvious that decisions of 
entrepreneurs must depend largely on their exjjectations as to future 
conditions. Especially in cases where production requires the use of 
expensive, heavy, durable machinery and equipment are expectations for 
the future important. Here the entrepreneur’s profit calculations must 
run over the whole life of the fixed investment (for example, the life of a 
machine) . And it is in precisely such heavy, capital goods industries that 
cyclical fluctuations are greatest. It is the expectations of entrepreneurs 
as to future revenue-cost relations that primarily determine the level of 
investment in such industries, and hence primarily determine the stage of 
the “business cycle.” 

In view of the long period over which profit calculations must run on 
many investments, entrepreneurs are inevitably confronted with a con- 
siderable amount of uncertainty. Whether each entrepreneur’s profit 
expectations are favorable or unfavorable depends largely on how he 
evaluates and reacts to this uncertainty. Most entrepreneurs, if they are 
very uncertain as to future conditions, are probably loath to make heavy 
investments. For many people, such uncertainty may be as important in 
holding back new investment as is outright pessimism, and in fact it is 
often difficult to separate the two. Expectations depend on' the vast 
complex of continually changing facts, hopes, and suspicions that make up 
the economic, social, and political environment at any time. And to 
explain the level of business activity requires an explanation of why the 
expectations of entrepreneurs are what they are — ^why entrepreneurs 
decide to increase or decrease output and employment; in large part why 
they do or do not undertake large scale new investments. 

The Framework of the Cycle 

Some writers have attempted to build business cycle theories on some 
one basic cause. Any such simple explanation of such a complex phe- 
nomenon should be viewed with much scepticism. Today, although many 
outstanding writers emphasize certain factors as most important causally, 
all agree that any acceptable explanation must take into consideration a 
considerable number of factors. These factors may be separated into two 
major types — first, certain characteristics inherent in business fluctuations 
that tend to lead on to the next phase of the cycle; and second, “extrane- 
ous” factors, such as wars, crop disasters, political activities, and so on, 
which affect the level of business activity “from without.” History gh'es 
support to the emphasis on both types of factors. Since business fluctu- 
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aticois' have been eurprieingly regular for well over a century, not only 
here but in other industrialized countries, it is reasonable to infer that 
there are certain characteristics of the fluctuations that tend to peri)etuate 
themselves. On the other hand, there is no certainty that they would be 
self-perpetuating, since there have always been extraneous forces at work. 
For example, there is no doubt that gold discoveries and the Spanish- 
American War were very important in bringing revival and prosperity in 
the late 1890’s. Whether the revival would have come as soon, or at all, 
if it had not been for these events, no one knows. In the brief discussion 
in this chapter, extraneous forces are given little specific attention, since 
each is a separate case, but this neglect in no way implies that they are 
not important. They may reinforce the cyclical movement, partially 
counteract it, or even completely reverse it. But out of the welter of 
ccmflicting emphases on different inherent and extraneous factors there is 
one major point of agreement. This is that the part played by the 
monetaiy system (including the banking system) is of basic importance 
in explaining the cyclical jwocess, although some writers speak of mone- 
tary changes as “causes” and some as “necessary reinforcing factors” for 
the development of serious booms and depressions. 

In considering cyclical business fluctuations, it is useful to trace through 
very briefly one “cycle” in preliminary fashion, pointing out certain 
important and characteristic factors in each phase. In each phase certain 
major factors that tend to lead to the following phase — from depression 
to revival to pro8p>erity to recession (possibly preceded by a temporary 
“crisis”) and back to depression— are indicated. There is little doubt 
that once revival is well started it tends to perpetuate itself — as does also 
recession. Moreover, it is fairly easy to see why booms do not continue 
forever. 'But as to whether there are any forces in depression that 
necessimly lead to revival is less certain. Division of the cycle into four 
leases is merely for convenience in discussion. There is no real dividing 
line between phases; cyclical fluctuations are a continuously developing 
and dynamic phenomenon. 

We may 'begin with depression. The major characteristics are a large 
amount of unemployment and a low level of production (primarily be- 
cause of a low level of investment in capital and durable consumers’ 
goods industries), which implies of course a low level of income. Now 
suppose for some reason (let us say, a war abroad or the introduction of 
an important new product) entrepreneurs decide there is profit to be made 
by expanding output, using existing plants, or even building new ones. 
Expanding output will mean taking on more workers, buying more raw 
materials, possibly building or buying new machinery, all of which mean 
increased spendable incomes for sellers of productive services (especially 
laborers) . Other entrepreneurs, seeing this increased productive activity 
and finding increased sales resulting from increased incomes, are likety to 
increase outptii and make plans for improvements in plant. If other 
^repreneurs undertake new projects (increased output, new investments, 
■Mjd so on), this in turn fmrther increases incomes and money demand for 
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goods. Even small increases in sales will deplete existing small inventories 
and make replacements necessary, and it is likely that replacements will 
be larger than the sales made in view of increasingly favorable expec- 
tations. People who have been holding large idle cash balances are likely 
to reduce the size of these idle balances since the future no longer looks 
so uncertain — and banks become more liberal in making loans and invest- 
ments, This monetary expansion must have one of two effects— either 
prices will rise or more goods will be sold at the same prices, probably a 
combination of both. Expanding consumer demand provides a continued 
stimulus to increased production and new investments. Central in the 
cumulative expansion are the bettered profit expectations of entre- 
preneurs, leading them to expand output and undertake new investment 
opportunities. As the revival continues, revenues rise faster than many 
costs, giving wider profit margins and more incentives to increased output 
and investment. Costs typically lag because (1) there are many un- 
employed agents so that entrepreneurs can get more workers, funds, 
and so on, without much increasing agent payments, and (2) many costs 
are fixed for considerable periods in money terms (for example, salaries 
and interest on bonds) . Because of this lag, such costs are often termed 
“sticky” costs. 

Gradually, however, operating costs will rise faster as production 
expands; and such semifixed costs as rents, salaries, and so on, also begin 
to move. The depression “backlog” of unsatisfied demands is gradually 
filled as new investments and production are undertaken, and other factors 
help cut down profit opportunities. As costs begin to rise faster than 
revenues, profit naargins are decreased and entrepreneurs become less 
inclined to make expansive plans for the future. If cost-revenue relations 
become sufficiently unfavorable, entrepreneurs will not only cease expan- 
sion but will decrease output and lay off workers. Thus the essence of 
the upswing is two-fold — ^first the expansion of monetary demand (for 
consumers' and producers’ goods) with the revival of investment and 
production activity; and second, the existence of sticky costs so that 
monetary expansion and rising prices widen profit margins and stimulate 
expansion. The end of the expansion comes when entrepreneurial expec- 
tations, for any of a variety of reasons, become tmfavorable, leading to 
stable or decreased output and employment. 

The downswing of the cycle is essentially the same process in reverse — 
decreased monetary demand, coupled with sticky costs, is at the center of 
the contraction process. When monetary demand falls but costs remain 
high, decreased or negative profits result, leading entrepreneurs to curtail 
output and drop plans for new investment. These acts in turn further 
decrease income and monetary demand, and this contraction is intensified 
by loan and investment liquidation by the banks, which increases losses 
and makes prospective investment still less attractive. Here again it is 
la^ng costs that intensify the effects of contraction of monetary demand. 
This pattern of cyclical fluctuations of monetary demand against sticky 
eosts as primary determinant of shifting entrepreneurial expectations and 
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behavior is greatly oversimplified, but it should be borne in mind through- 
out the following pages as the core of cyclical fluctuations. 

Depression 

A more detailed examination of the factors that may lead to revival 
from depression may now be undertaken. 

In depression unemployment is large and most wage rates have fallen to 
the point where they are again roughly in line with depressed selling 
prices. Other costs have likewise fallen. Prices of raw materials are 
low, and the cost of borrowed funds (that is, interest rates) is likewise 
very low, although loans are available only to those who have excellent 
security and general credit standing. Having large excess reserves, the 
banks are anxious to loan to “good” risks. Even such semifixed costs as 
long-term interest charges, depreciation and rents have been reduced 
somewhat, especially if the depression is a severe one in which creditors 
are glad to compromise to assure themselves of some income rather than 
suffer complete debtor default. Thus costs have been more or less 
brought into line with the lower selling prices, permitting businessmen 
to make “new soundings” as a basis for expanding operations. 

During the recession and early depression the banks brought strong 
pressure for repayment of all loans not strictly first class, thereby helping 
to force the elimination of weak firms from the business scene. The 
remaining firms are borrowing few or no funds from the banks, so that 
bankers find themselves with large excess reserves and are anxious to 
make loans and investments, but only to strictly first-class risks. What 
constitutes a first-class risk depends, of course, largely on the expectations 
of the banker as to future business conditions ; if revival once gets started 
and favorable expectations begin to replace pessimism and uncertainty a 
large supply of loanable funds becomes available at the banks. Liqui- 
dation of private and business indebtedness during the period just passed 
has placed most remaining firms, as well as the banks, in strong cash 
positions. 

As a resmt of the process of liquidation, inventories of almost all 
businesses are very low. This means that any increase in sales will 
quickly deplete existing stocks, giving rise to a replacement demand of 
considerable proportions, for an increase in sales is apt to mean improved 
expectations so that larger inventories will be desired for the future. 

In depression there is a low level of total money income — ^less money is 
being paid out for people to spend and invest. Decreased consumption 
has been largely in the lines of postponable expenditures, such as auto- 
mobiles and new houses, as people simply make the old car, house, 
overcoat, or whatnot, last a little longer. But as such postponement 
continues, there tends to be accumulated a large potential demand for 
durable goods. If purchasing power (consumers’ income) revives, people 
will be anxious to replace their worn cars and overcoats with new ones. 
Thus, while in the depression the demand for durable consumers’ goods 
falls off more sharply than that for nondurables, the former typically has 



GENERAL BUSINESS -FLUCTUATIONS 665 

a much sharper increase when revival comes. This, roughly, is what 
accounts for the fact that there are always much greater fluctuations in 
output, employment, and prices in the durable than in the nondurable 
goods industries. 

This principle applies in capital goods industries with special intensity. 
Entrepreneurs, like consumers, tend in depression to defer postponable 
investments (for example, decide to use old machines another year before 
replacing them, even though replacement this year had been planned). 
When revival comes, entrepreneins find themselves faced with the neces- 
sity of replacing a great deal of machinery, buildings, and so on, that 
should ordinarily have been replaced a year or two or three sooner. 

Moreover, there is another reason why the demand for productive 
agents (for example, machines to make shoes) fluctuates more sharply 
than does the demand for the ultimate product (shoes), a tendency 
which has been called the ‘‘acceleration” or “derived demand” principle 
Suppose, for example, that there are 10,000 shoe machines used in the 
shoe industry, producing 1,000,000 shoes per year, so that each machine 
produces 100 pairs of shoes annually, and that the average life of each 
machine is 10 years. Each year 1,000 machines wear out and have to be 
replaced, so that the demand for new shoe machines is l,()0O per annum. 
Suppose further that as revival gets under way the demand for shoes 
increases to 1,100,000 at existing prices, an increase of 10 per cent. This 
means that 1,0(W new machines will be needed to make the additional 
100,000 shoes, in addition to the regular 1,000 machine replacement 
demand. This year the demand for new shoe machines will be 2,000, an 
increase of 100 per cent owing to an increase of only 10 per cent in the 
demand for shoes. 

The principle works in the same fashion at the downturn of the cycle 
into recession. Suppose there is a 20 per cent decrease in demand for 
shoes from 1,000,000 to 800,000 pairs at existing prices. Then only 8,000 
machines will be needed to produce the shoes — ^not only will there be no 
new machines bought (a 100 per cent decrease) but there will be 1,000 Wle 
machines left in the industry throughout the year. Unless the situation 
changes, again the following year there will be no new machines bought. 
Thus comparatively small fluctuations in' the demand for the final product 
may cause very large fluctuations |n the demand for the factors producing 
the product, though the illustration used is a purely hypothetical one. In 
general, the more durable the good the greater is the force of the derived 
demand relation, for the more durable the good the smaller will be the 
proportion of the total supply replaced each year. This same principle 
can be applied to such durable consumers’ goods as houses and auto- 
mobiles. For example, if houses ordinarily last fifty years so that each 
year 1/60 of all houses are replaced (say, 10,000 annually) and owing to 
revival 10,000 young couples who had been living with relatives decide to 
build new homes, this increase of 1/50, or 2 per cent, in the demand for 
homes will result in a 100 per cent increase in the demand for new homes. 
Thus a comparatively slight increase in demand at the beginning of revival 
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may lead to important effects on production and employment in industries 
that reflect the aecelaration principle, a group including a majority of the 
heavy industriee, which suffer most in the depressicm. 

Since cyclical fluctuations in production and employment are primarily 
centered in capital goods and durable consumers’ goods industries (partly 
because of the principle of derived demand and partly because of the 
poetponability of durable goods replacements) , cyclical fluctuations show 
up primarily in investments undertaken in such industries, including 
mvestment in inventories of goods on hand but not yet sold. Figure 



Fig, 44—3. Net capital formation, 1919-1935 (in billions of dollars).* 

♦Data from Simon Kumets, National Income and Capital Formation, 1919-1936 
(National Bureau of Economic Research, 1637), Table 13, p. 48. Figures are ex- 
pressed in 1933 prices. (Used by permission of the copyright owner.) 


44 — 3 shows the drastic fluctuations that have taken place during recent 
years in the net investments made, including investment in unsold inven- 
tories. During the worst years of the depression of the IflSO’s, net capital 
formation was actually a negative figure — ^that is, businessmen, farmers, 
and eonsumers did not even replace wear and tear on plant and equipment, 
much less make new investments. Fart of this di^nvestment came from 
selling off inventories and failing to replace them. However, never before 
had there been such net disinvestment in a depressicm. 

One last basic characteristic of depression, implied throughout, should 
he separately mentioned. This is the general attitude of pessimism and 
TOcertainty which prevails, reflecting the entire social, economic and 
political ccsnplex of the times. This Weltanschauung hinders any i«oS- 
fieets of revival in at least three ways. First, it helpa keep eonsumerf 
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from increasing their rate of expenditures and prompts them to postpone 
buying as long as possible. Second, it makes entrepreneurs extremely 
reluctant to undertake new projects or to expand operations on old. In 
many cases expansion would involve borrowing funds, and the entre- 
preneur hesitates to undertake this financial responsibility in the face of 
such uncertainty. If he expects demand conditions to be even worse 
in the futme, he naturally hesitates to undertake production of goods that 
he fears could be sold only at a loss, even though present cost-price 
relations may be profitable. Third, it makes bankers and savers ex- 
tremely reluctant to part with their funds. Although interest rates are 
very low, loans are made only to very high-grade credit risks, and such 
credit risks seldom want to borrow in depression. Pessimism and un- 
certainty as to the future thus keep both entrepreneurs and investors 
from moving forward. In spite of generally favorable conditions, as 
long as this attitude prevails there is no one to start the ball rolling and 
to get revival under way. 

Revival 

Revival may be instigated by some fortuitous event, such as except- 
tionally good crops, important new inventions, or good international 
news; or it may come as the more daring entrepreneurs see and exploit 
the profit opportunities in particularly favorable lines, thus far left unex- 
ploited. Suppose that the stimulus is a group of new inventions, let us 
say comparable to the coming of the radio, the ‘airplane, or the auto- 
mobile, as has often been the case. As these industries expand plant 
and increase output, this stimulus may be expected to spread to other 
sectors of the economy in two interrelated ways. First, the funds paid 
out by the new industry for wages, raw materials, and as other costs will 
be spent in turn by the recipients, thus increasing the demand for numer- 
ous other products and stimulating other industries. Second, other 
businessmen and lenders, seeing the success of the new raterprises, will 
begin to wonder whether they have not been unduly hesitant and will look 
more favorably on possibilities of action on their own pftrt. With the 
stage set for business revival, unless some particular offsetting event 
takes place, this original stimulus may well prove cumulative. Ah 
workers go back to work, they not only receive larger incomes to spend 
but they are more likely to spend the funds they receive. As new projects 
are undertaken, the demands for raw materials, for machinery, for partd, 
even though they are fairly small, represent large increases over the 
depression levels of inactivity, and this improvemoat in turn puts mowe 
funds into circulation and helps dissipate uncertainty and unfavorable 
expectations. As prospects for the future beemne visibly brighter, more 
and more entrepreneurs and investors feel that it is wise to “get in on 
the ground floor," and bankers begin to relax their stringent requirements 
on making loans and investments. The banks, having large dxcjess' re- 
serves, are anxious to loan, and with brighter prospects for the^ futUl'^, 
loans that previously were unacceptable automatically move up into toe 
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acceptable class. As consumer demand increases, the principle of derived 
demand acts to intensify the demand for producers’ and consumers* 
durable goods. 

■ In speeding the revival phase, the monetary factor is of central im- 
portance. Two primary sources of monetary change are at work — first, 
an increased velocity of circulation; and second, the creation of new 
credit by the banking system. Both expansionary forces increase cumu- 
latively once revival gets under way, and it is this expansionary mone- 
tary impulse tl^at accounts for a large proportion of the betterment in 
business activity, although the monetary changes may be to a large 
extent the result of other factors affecting consumers*, entrepreneurs’, apd 
investors’ actions. 

With increases both in the quantity of money and credit and in 
velocity of circulation, more money is offered for goods and services, 
and this fact, coupled with lagging costs, means increased profit margins 
and increased production and employment. Profits often turn out to 
be more than expected, especially where output expansion means unit 
cost reductions through fuller utilization of existing fixed plant, a factor 
likely to be especially important in heavy goods industries. Good times 
and success further increase the rate of spending and better the expecta- 
tions of consumers, business entrepreneurs, and bankers, the last group 
still anxious to make sound loans on their excess reserves. 

Historically, many booms have centered around the development of 
one or a few important new industries. For example, during the middle 
of the nineteenth century railroad building, with the resultant demand 
for iron and steel products, was especially important. During the 1920’s, 
the great expansion of the auto industry and the accompanying highway 
building program were very important. Today many economists feel 
that the reason for the great amount of unemployment from 1932 to 1941 
.centered in the absence of any such important undeveloped industries 
ipr which heavy investment might profitably be made. Some writers go 
l^prther and argue that the United States has become a “mature” economy, 
fejwhich profitable investment opportunities are increasingly scarce. To 
the extent that this argument is true, recovery from depression is much 
less likely to come than has previously been the case except through 
some external stimulus such as war or government spending. However, 
this position rests on the assumption that the recent relative absence of 
large-scale profitable investment opportunities is permanent, and this 
argument, although it carries some force, appears unduly pessimistic.*' 
It is a common error to think of investment opportunities as something 
absolute rather than in their actual dependence on the relation between 
anticipated investment costs and revenues. 


* In 1870 no less an authority than John Stuart Mill, the most influential Econo- 
mist ^of the period, wrote that the possibilities of capitalistic enterprise were sub- 
stantially exhausted. Similar statements have been prevalent in the other severe 
deliressions of history, especially during the long depressions of the 1870*8 and 1890’s 
in this country, and again during the past decade. 
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Once a few entrepreneurs hav^e^’Jrift^d the uncertain paths of intro- 
ducing new products and new methods and have successfully undertaken 
new investments, there are many others ready and eager to follow. Once 
new projects have been successfully consummated, either in old or new 
products, investment in other fields is likely to follow, both because of 
the increased incomes put into circulation by expenditures on the new 
investment and because of the psychological effect on hesitant inves- 
tors. 

The process of revival, once started, tends to spiral upward in a cumu- 
lative process. Human beings are notoriously optimistic, once they get 
well started, and at no time is this characteristic more easily observable 
than in the revival and boom phases of the cycle. Roseate expectations 
for the future prompt new investments, both in expansion of present 
industries and in the development of new industries and processes. In 
the securities (stock) markets this optimistic tinge becomes especially 
evident, with prices of securities being bid up sharply on the basis of 
improved profit expectations for the issuing companies. Prices, rising 
under the influence of increased spending, tend to pull further away from 
lagging costs, giving additional stimulation to expanded production and 
employment. In turn bankers are more liberal with loans, investors more 
liberal with their funds, individuals more inclined to spend their incomes 
promptly, and so on. The demands of businesses to build up inventories 
that had been drawn down very low during depression constitute an 
important expansionary • factor, especially since with restored faith in 
the future it becomes wise to buy now to “beat the price rise.’’ This 
incentive to buying applies to all, individuals, merchants, manufacturers, 
and tends further to speed the upward movement of prices, for such con- 
certed buying causes the very price rise that it is intended to “beat.” 

The central factor of this entire process of revival, leading into full- 
fledged prosperity, is the cumulative increase in money demand for goods, 
arising both from the decrease in the propensity to hoard and from the 
increase in bank loans and investments and other forms of credit. This 
increase in monetary demand is inseparably tied up with nonmonetary 
factors, partly as cause and partly as result, but without the increase in 
monetary demand the revival could at best be only a very weak and abor- 
tive affair, completely incapable of rising cumulatively into full-fledged 
prosperity. The part played by the banking system, as well as that 
played by changes in velocity, is therefore thrown into a prominent posi- 
tion. With such great powers of credit creation, the commercial banks 
of the county may exert tremendous pressure to stimulate and reinforce 
business revival, once it is started and once there is a substantial demand 
for loans. Without a banking system of this sort, it is inconceivable 
that revival and boom periods could have been as sharp and speculative 
as they have been or, what is perhaps more important, that recession and 
depression periods could have been so severe and painful. For the credit 
that the banks have created they can (and do) destroy very quickly and 
painfully when the peak is past and the process of deflation sets in. 
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Prosperity 

Prosperity is an indefinable state of affairs, generally recognized by 
everyone but almost impossible to define specifically. For example, 
by late 19^ we had attained a high level of business activity, sharply up 
from the preceding lows, with practically all the characteristics of general 
prosperity except for the major exception that there remained some 
8,000,000 unemployed. Was this prosperity? Or was it still depres- 
«!on? Or was it revival? There is no unarbitrary way of separating 
revival from prosperity. The 1940 period is a good example of the fact 
that each boom and depression must be considered to a substantial 
extent as an individual case. 

As revival culminates in prosperity, three basic characteristics become 
apparent: first, productive activity is on a very high level, especially in 
the durable consumers’ and producers’ goods industries ; second, employ- 
ment has reached relatively high levels, great increases having come in 
the durable consumers’ and producers’ goods industries, which account 
for so much of the unemployment during depression; and third, total 
monetary income has reached a level far above the depression lows. But 
the picture is not as simple and roseate as this. 

As revival progresses, the factors conducive to continued increase 
become less and less strong and the “vulnerability” to possible factors 
leading to a downturn greater and greater. The incentive to increased 
business activity during revival comes in considerable part because of 
the spread between costs and rising prices. “Profitable” investment 
opportunities develop everywhere in such a period. Investors and entre- 
preneurs naturally take advantage of the best opportunities first, so 
that as revival progresses recourse has to be had to less promising invest- 
ment opportunities. After the boom has continued for some time, really 
profitable investment opportunities may be virtually “exhausted.” Costs, 
which lagged substantially at first, tend to rise more and more rapidly 
as revival progresses. Raw material prices have risen sharply with the 
sharp increases in demand. Interest rates rise as banks and individuals 
find their supplies of “surplus” funds decreasing, and loanable fimds 
become less easily and cheaply available. Eventually, excess reserves 
are exhausted, placing a ceiling on further increases of the credit so vital 
to increasing production and business expansion. Especially important 
also is the increase in wage rates, resulting from the increased demand for 
labor to carry on increased production. As long as large supplies of 
unemployed labor remain, entrepreneurs can hire additional workers 
without having to offer much higher wages, but once the supply of unem- 
ployed labor decreases substantially employers find themselves bidding 
against each other, bringing rising wages at an increasingly rapid rate. 
This increase is much hastened in industries where there are strong union 
organizations, and in such industries costs tend to catch up with revenues 
fiwt, making further investment in those particular industries relatively 
less profitable than in other fields 



GENERAL BUSINESS FLUCTUATR>N5i dTT 

Some industries find certain types of Mgbly ekilled labor or very 
specialized machinery essential for their operation. As they increase 
ontpat sharply during revival entrepreneurs find that finally they have 
preUy well exhausted the supply of sueh highly trained specialized agents. 
To get more laborers, for example, entrepreneurs must offer lu^ar wages 
to induce longer or h^der work or to bid workers away from employment 
in the factories of competitorsv This occurs in many fairly small, bot 
highly important, economie sectors as revival progresses, even thou^ 
there may be still large supplies of unemployed resources fitted for other 
tasks. For example, in even the moderate revival of 1936 there de^ 
velf^d a great shortage of skilled machinists and electrical workers, 
causing the wages of such labor to rise sharply. But since sudi critical 
agents are essential if production is to be increased further, entrejjrenenrs 
are forced either to pay the higher costs or to refrain from increasing 
production to meet the growing demand. Such shortages, which may be 
of skilled labor of particular types, specialized types of machinery, or 
whatnot, are usually called ‘‘bottlenecks," and act as very real checks 
upon further expansion wherever they occur. 

In prosperity, as fewer and fewer unemployed remain, there is a 
further general increase in wage costs owing to the necessity of employing 
less and less efiicieni workers to supplement those retained during depres- 
sion. Moreover, as production is spee^d up and fixed plant utilized 
more fully, the efficiency of operation so carefully cultivated during the 
lean days 'of the depression may tend to disappear — ^partly because it is 
impossible to exercise such care and efficient management as production 
activity becomes more and more feverish, and partly because with in- 
creased profits less attention is paid to obtaining the utmost efficiency 
of operation at all times. 

In addition to these rising operating costs, relatively fixed costs 
gradually rise. New long-term capital must be borrowed at higher rates ^ 
rents tend to rise, and althoi^b many are determined by long-term leases 
these may ccnne up for renewal during this period; salaries, stickier than, 
wages, are increased as revival contizmes; and depreciarion and obsoles- 
cence charges also rise, especially as old machinery and methods are 
scrapped more readily to make way for “bigger and better" equipment 
intended to meet an expected steadily growing demand. 

Revenues, on the other hand, wWch have risen rapidly during the 
earlier stages of revival, eventually tend to slacken their rate of increase, 
and the price sitaatfon can be characterized as shifting and uncertain. 
Thus rising costs become especially serious. The reason for this changed 
price situation is several-fold. The essence of revival is a sharp increase 
in the physical production of both consumers’ and producers’ goods, with 
capital goods most importantk It takes a considerable amount of time 
to build, let us say, compficated new machinery intended to praduee 
rubber tires, shoes, or whatnot While the machinery is hcir^ bus^ 
wages are being paid out, and to finance the construction more ezedit 
is beinig put into circulation by the banks, and these factors inensase the 
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demand for consumers’ goods. However, the new consumers’ goods are 
not yet being produced, so that prices tend to be bid up. Eventually 
the new machines begin producing rubber tires, shoes, and so on, and as 
a larger supply of these goods flows onto the market to meet the increased 
money demand the rise in prices is checked. Though the lag during 
which producers’ goods are being made but no additional consumers’ 
goods are being produced should not be overemphasized, it has in some 
instances evidently been of considerable importance. As revival ap- 
proaches prosperity, the flow of consumers’ and producers’ goods onto 
the market increases rapidly owing to the heavy investment in productive 
equipment that has been taking place. But the demand for both types 
of goods tends to level off, and, in the case of producers’ goods, even to 
decrease. 

In considering this behavior of demand, let us examine first the demand 
for consumers’ goods, distinguishing between the demand of consumers 
at retail and that of merchants at wholesale. The latter is likely to 
fluctuate more sharply than the former, because merchants hold stocks 
on hand, and the size of these stocks is varied considerably depending 
on the expectations of the merchants. If merchants expect demand to 
continue to increase they will lay in larger stocks, building up inven- 
tories; and if they expect prices of the goods at wholesale to rise they 
will buy at once to beat the price rise. Both these factors combine to 
explain the sharp increase in the demand by merchants for consumers’ 
goods during the earlier phases of revival. But as revival' proceeds, 
inventories are built up and merchants become hesitant about further 
increases in their stocks, partially because of lack of space and partially 
because of the expense of having funds tied up in inventories. Through 
revival the rate of increase in purchases is that of the increase in con- 
sumer demand plus the increase resulting from the building up of stocks 
on hand. Thus in prosperity, even though merchants expect good times 
to continue, there will be a slacking off of orders for consumers’ goods 
owing to the fact that business inventories are no longer being increased. 

The demand of actual consumers at retail ordinarily continues to 
increase through revival and into prosperity, but the rate of increase 
tends to slacken off as prosperity is reached. Consumers’ replacement 
demands stored up during the depression have been pretty well filled and 
therefore this extraordinary source of demand tends to drop away. 
Moreover it is usually true that as the size of an individual’s income 
increases, he will not spend the entire increase on consumption but instead 
will save part. This slacking off of the rate of increase in consumer 
buying of course makes merchants still less inclined to go on increasing 
inventories, and may even lead to a cessation of the increase in mer- 
chants’ demands for consumers’ goods, which, of course, is the demand 
that matters to the producers of goods. In addition to its effect on prices, 
therefore, the leveling off or decline in consumer and merchant demands 
for goods may lead under the acceleration principle to a very sharp falling 
off in the demand for the producers’ goods behind those consumers’ 
goods. In many cases even a decline in the rate of increase of con- 
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Burners’ demand for a product may be sufficient to bring about a positive 
decrease in the demand for the producers’ goods used in making it. Thus 
prosperity demand conditions may well combine with rising costs to 
check the upswing. 

What of the funds that are saved out of increased consumer incomes 
in prosperity? These funds may be invested or they may simply be 
held, or hoarded. If invested, the money obviously goes to speed capital 
formation through construction activity, manufacture of machinery, and 
so on, for these are the types of projects in which savings are primarily 
invested. Or the saver may simply put his funds in the bank, not desiring 
to invest them. If the bank then makes loans and investments on the 
basis of the new deposits, obviously the result is about the same as if the 
saver had invested the funds himself, although in the second case they 
may go to different borrowers. The funds, if invested, tend to speed 
and intensify the activity in the producers’ goods industries. But the 
banks do not necessarily increase their loans and investments. In many 
cases the money saved and deposited will just have been withdrawn 
from another bank account to pay the saver, and thus there is simply 
a transfer of accounts and no increase in reserves on which the banking 
system can expand loans and investments. 

Many people fear that as this saving out of increased incomes pro- 
gresses, so much will be invested in producers’ goods that so many con- 
sumers’ goods will finally be produced that they cannot be sold, especially 
since in prosperity people are likely to spend a smaller proportion of their 
incomes on consumption than in low income periods. This is largely 
a misconception. Unless the new productive investments promise to 
enable goods to be produced more efficiently and cheaply so that they 
can be sold at lower prices, thus permitting the larger supply to be 
disposed of, the investments will not appear profitable and will not be 
made. Actually, of course, this process does not work at all perfectly. 
There is much room for mistakes in judgment, especially since investors 
and producers have to calculate on the basis of expectatiojjs, not cer- 
tainties. During prosperous periods expectations are likely to be con- 
siderably overoptimistic, leading to what may loosely be termed “over- 
investment” in these industries — that is, a greater amount of investment 
in producers’ goods than can be profitably used in making goods to sell 
at current (or expected) prices. But over the entire economy this diffi- 
culty by itself would not be serious. It is only when it is taken in 
conjunction with the cost increases, the demand decreases, and with 
other factors yet to be noted that ii helps lay the basis for a severe decline 
in the level of economic activity.’^ 


- On the other hand, if the funds saved by those receiving higher incomes are not 
invested, but instead are held idle, the result may be much more disastrous. For 
this means not simply a malallocation of resources, but a positive decline in the 
total amount of monetary demand. And it is upon the basis of an increa^g, or 
at least stable, monetary demand that the entire revival and prosperity ultimately 
rests. Although hoarding is very unlikely to increase during prosperity, it becomes 
a major source of difficulty, once the decline gets imder way. 
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An imposrt&nt “real” factor that underlies the upswing of revival and 
prosperity constitutes also one of the crucial causes of the downturn. 
This is the great “bunching>up” of investment in critical sectors of the 
economy during the boom. This effect can be clearly observed in the 
vast building boom of the 1920’s. Not only were great numbers of houses 
erected, but a tremendous volume of office and industrial construction was 
Undertaken and completed in the space of a few years. Under the im- 
petus of inflated expectations, speculative building activity spread like 
wildfire. It has been estimated that enough skyscrapers were erected in 
three years to serve the country’s needs for ten times that long. This 
building boom gave rise to far-reaching new employment and generated 
increased incomes in a multitude of related industries; indeed, the con- 
struction boom was at the center of the entire prosperity of the ’twenties. 
Yet by its very intensity the burst was inevitably short-lived. By 1927 
large-scale building activity was largely spent, with only residential hous- 
ing an attractive field for new cwistru^ion — and building costs had risen 
so high as to make home building almost prohibitive. Perhaps overall 
booms would be impossible without such great bursts of activity in durable 
producers’ and consumers’ goods industries, but general booms based 
largely on such bursts can rely on this impetus only for a limited period. 
And the end of a concentrated spurt of activity can seldom be a leveling 
off at the peak, unless the good produced is very nondurable. In most 
cyclically critical industries, if we have the spurt of activity we must also 
have the inactivity that follows as the economy digests the vast output 
bunched into the boom period. 

A brief digression is worth while on the revival and prosperity that 
occurred in this country during the late 1920’8, since it differed in one 
major respect from the usual pattern. During this period, the wholesale 
price level remained almost stable; yet a boom of fair proportions in 
business and industry and intense speculative activity in securities de- 
veloped. Owing primarily to the extraordinarily rapid rate of techno- 
logical advance, costs declined steadily, falling away from the roughly 
stable prices, which were held up in part by large-scale creation of new 
bank credit instead of falling apace with costs. Under this “profit in- 
fiation” business and industry were stimulated to increased activity. 
There occurred the same boom psychology, the same heavy investment 
in capital goods industries, the same increased buying and expansion of 
bank credit, as in other booms. Since then, organized labor has become 
much stronger ; and it seems likely that under similar future conditions 
wage rates would probably be pushed up more rapidly, thus absorbing 
a large share of the cost-savings from technical progress. The real danger 
in future recovery periods seems to be more that wage rates will be 
pushed up so rapidly (at least in many crucial industries) that re-employ- 
ment will be checked before prosperity is reached. 

For the many reasons indicated, as prosperity proceeds the economic 
system becomes more and mwe “vulnerable” to shocks tending to precip- 
itate a downturn. What actually brings on the turn (which may or 
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jttay not take the fom of a financial “crisis” in its earliest stages) varies 
from cycle to cycle. The basis for the high level of expectations in the 
business and financial community, upon which the boom rests, becomes 
considerably less solid as prosperity proceeds. Hence, a fairly severe 
shock, such as the failure of an important business firm or bank, is in- 
creasingly likely to prick these inflated forecasts. In a majority of 
turning points, especially in those that have been accompanied by 
financial panics, some such factor as this has helped set off the process 
culminating in crisis and temporary panic, and followed by deepening 
depression. But this has not been true of all cases, and it is much more 
important to recognize the various factors making the downturn more 
and more likely than to speculate on what particular factor tips the 
balance in particular cases. Rising costs, exhaustion of excess bank 
reserves, the piling up of inventories, the slackening off of demand for 
durable consumers’ and producers’ goods under the principle of derived 
demand, the growing scarcity of large-scale profitable investment oppor- 
tunities — ^in the setting provided by such basic self-limiting factors, any 
one of many events may cause the downturn to occur just when it does. 
Any explanation that blames the downturn completely on one factor is 
at least 99.99 per cent sure to be wrong. Some one particular event may 
be the spark that sets off the fuse, but in most cases it is highly uncertain 
what even this event is. 

Recession 

Once something has happened to destroy the aura of success surround- 
ing business and industry, the path toward depression is a direct and 
cumulative one. Businessmen, somewhat disappointed in sales and 
profits as prosperity levels off, are uneasy. Under such conditions any 
sharp disappointment of expectations or widespread shock may exercise 
a very strong psychological effect. Sharp curtailment ®f investment and 
production programs may quickly result. Since the level of productive 
activity and investment is determined primarily by the relations of 
expected selling prices and costs, an expected decrease in "demand has 
precisely the same effect as would an immediate decrease that was 
expected to continue, so far as the effect on production policy is con- 
cerned. Indeed, an expected demand decline may be even worse than an 
existing lower but stable demand, since businesses may unload inventories 
on the market in an effort to sell before demand conditions worsen. This 
action leads to the very price declines sellers are trying to “beat” and 
to still further worsened expectations for the future. This breakdown 
of expectations is especially severe whenever costs have risen substantially 
during the revival and prosperity, so that even a minor decline in expected 
selling prices is likely to wipe out prospective profit margins. Even 
though output and cost conditions remain unchanged, it no longer appears 
profitable to maintain output; workers are laid off — and the army of 
the unemployed begins to grow. 

No matter what the factor immediately precipitating the downturn 
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may be, there is one factor that is the necessary concomitant of every 
downturn that develops into a severe depression — a contraction of total 
monetary demand. Unless the rate of spending decreases and the banks 
exert deflationary pressure by calling in loans and liquidating invest- 
ments, it is inconceivable that recessions could reach anything like their 
past severity of decline. The deflationary pressure of hoarding and 
credit contraction has been the core of virtually every serious cumulative 
recession. 

The reason why monetary contraction is the necessary core of cumula- 
tive deflation should be apparent in view of the central part played by 
monetary demand in the cycle. If monetary demand were maintained 
roughly constant following the downturn, there might still be something 
of a recession during which overly large inventories would be unloaded, 
the super-era prosperity plans abandoned, “overinvestment” in particular 
industries eliminated, and so on. But if total monetary demand were 
not to decrease, there could be no very substantial decline in prices or in 
sales volume, and before long businessmen and investors would recover 
from the unfavorable expectations involved in the downturn. Events 
would turn out to be not so bad as had been expected, and expectations 
would be revised upward. 

However, once recession has set in, total monetary demand is likely 
to contract cumulatively. Bankers, as well as businessmen, have ex- 
panded to the “limit” during the boom times, and their expectations, 
like those of businessmen, are likely to shift sharply downward. But 
once bankers become pessimistic about the future, their power for con- 
traction far exceeds that of ordinary businesses. The first, and entirely 
natural, reaction of the banker is to strengthen his own extended position 
by calling in loans that seemed entirely sound on the basis of the opti- 
mistic expectations of the past but which are of very doubtful safety in 
view of changed expectations. Until the insurance of bank deposits by 
the federal government in 1933 (through the Federal Deposit Insurance 
Corporation) , crises usually produced depositors’ “runs” on banks — ^mass 
withdrawals of deposits for fear the banks would close and be unable to 
pay off depositors. Such runs placed on the banks tremendous pressure 
to liquidate assets. Since the inauguration of the FDIC this particular 
danger has largely vanished save in very severe crises. However, since 
not all bank deposits are guaranteed (only up to $5,000 for each depositor) 
it remains conceivable that serious mass withdrawals by uninsured de- 
positors could occur. 

Whether it be in order to get cash to meet large withdrawals or simply 
to protect against possible loss on loans and investments, banks move to 
liquidate loans and investments once recession begins. But in such a 
period securities can be sold only on an already demoralized security 
market, and calling loans forces business enterprises to one of two alterna- 
tives: (1) the business enterprise can take special measures to get cash, 
as by forced selling of its inventories, which acts to depress prices and 
reinforces the deflationary pressure; or (2) it can obtain the funds to 
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repay by borrowing fronx other banks or by selling securities which it 
pwns. But at puch times borrowing from other banks is not easy, and if 
it could be done the repayment of the loan to bank A would constitute 
a drain on the lending bank of roughly the amount repaid to bank A. 
Moreover, it is no easier for private businesses than for the banks to sell 
securities in such periods. Business and industry in general simply 
cannot liquidate their indebtedness to the banks on short notice. Bor- 
rowing is often theoretically for short periods, but renewal practices are 
so commonly counted on and accepted that in essence business and 
industry are borrowing from the banking system at long term, often 
primarily for fixed and semifixed capital. Thus, when the banks exert 
severe pressure to liquidate business loans on very short notice, the result 
is likely to be complete demoralization. In order to get funds, businesses 
are forced to dump goods and securities on the markets for what they will 
bring, and with large numbers doing this at once prices decline drastically. 
The further prices are depressed, the more diflBicult it is to obtain enough 
funds to repay the bank loans, and the more necessary it becomes for 
bankers to call loans to protect their interests. 

It must be remembered, moreover, that if currency hoarding occurs 
the mass contraction by the banking system is not simply a dollar-for- 
dollar calling of loans to pay out cash. On the contrary, if the system 
is fairly well loaned up to the limit at the peak of prosperity every dollar 
withdrawal in cash forces contraction of roughly five dollars in loans 
and investments, if an average 20 per cent reserve requirement is assumed. 
Even though a banker dislikes to put pressure on his borrowers, he is 
forced to do so by the drain on his reserves from adverse clearing balances 
as other banks liquidate loans and investments. The monetary forces 
at work could not be more completely perverse had they been diabolically 
designed for the purpose. Not only does the rate of spending drop 
sharply with growing uncertainty and pessimism, but at the same time a 
very sizable proportion of the entire circulating medium is actually 
destroyed as the banks are forced to contract loans and invest- 
ments. * 

Forced selling of business inventories and securities is especially serious 
because on the demand side forces are also at work to reinforce the decline. 
Individuals’ demands for many types of goods tend to level off in pros- 
perity, and with the uncertainty and loss of confidence involved in a 
deflationary recession, people are certain to spend less and hoard more, 
waiting to see what the future will bring. Simultaneously, growing 
unemployment means that individuals are not only likely to hoard more 
but will have less income from which to spend and hoard, resulting in 
a “double decrease” in the velocity of circulation of funds. Feeding on 
itself, increased hoarding chokes off production and employment. 

The general nature of the cumulative deflationary spiral should now 
be clear. Declining prices, are followed by expectations of further de- 
clines, cutting down the profitability of operations — Slower , production 
with resulting unemployment and lowered money incomes — ^further hoard- 
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ing and pessimism, leading to still further declines in prices and output — 
cessation of new investment and construction, the decline speeded by 
tlie downward action of the acceleration principle as consumer demand 
falls off — ^and forced liquidation under pressure of the contracting banking 
system, which is itself involved in the spiral. Once under way, contrac- 
tion and deflation develop cumulatively into full-fledged depression. 

The part played by sticky costs in the downward spiral has been 
emphasized by many economists. If costs were not sticky, falling selling 
prices would not mean sharply decreased profits, and the seriousness of 
the contraction of monetary demand might be greatly mitigated. Among 
operating costs wage rates for strongly unionized groups and prices of 
monopolized materials and parts are especially sticky downward. Also, 
during prosperity many firms build expensive plants and equipment, 
upon which depreciation, obsolescence, rent, and taxes become very heavy 
burdens in recession. Railroad and public utility rates are likewise 
extremely sticky downward in most cases, and such rates are important 
costs to many types of industries. Without contracting monetary de- 
mand sticky costs would not be so serious, but sticky costs in the face 
of falling selling prices lead to contracted production and investment and 
to unemployment. 

Lastly, in spite of their prominent position in the public eye the rela- 
tion of the security markets to the cyclical process is generally a direct 
but not a crucial one. Security (that is, stock) prices have almost in- 
variably preceded cyclical movements in general business, though by no 
definite lead. As prosperity increases and boom expectations become 
more and more prevalent, speculative activity almost always becomes 
very great on the stock exchange. Especially was this true in 192S-29, 
when such speculative activity reached heights completely out of touch 
with the actual profit possibilities or the general level of business activity. 
Such a speculative boom carried -within itself the causes of its own un- 
doing. Once the bubble was pricked, as it was in late 1929, there was 
a precipitate decline in security prices, reinforced by calls of the New 
York bankers for repayment of loans made to finance margin purchases. 
The result was such a mass destruction of paper profits as the world 
has never seen before. This crash is significant for cycle purpKJses largely 
because of the psychological reaction to this spectacular end to the 
"new era” in the stock market, although tbe direct repercussions were 
great on the issuing firms and on people whose fortunes were wiped out. 
The break in the stock market provided the p>sychological turning point 
of the boom — people found their airy dreams ruined, their financial 
security vanished, their certainty of permanent prosperity and an easy 
future turned to utter uncertainty. A stock market crash was, and has 
often been, the si^ml that appiears to have set off the downward spiral, 
aUhough the problem of what set off the stock market crash just when 
it occurred remains unanswered. Financial crisis has usually but not 
invariably characterised the upper tummg point of the cycle. Yet, prob- 
ably in most cases the significance of such crises has been as a "signal” 
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for the downturn, not as an inherently neoessary step in the cyclieal 
process. 


Conclusion 

The following simple outline lists some major characteristics of each 
phase of the cycle in order to summarize briefly some of the complex 
interrelations which have been under discussion: 

Depression — 

Low level of incinne 
Widespread unemployment 

Nonreplacement of worn out capital goods— little new investment 
High rate of bankruptcy— inefficient firms being eliminated 
Costs falling to low levels— catching up with prices 
Low inventories 

Postponement of purchases and accumulating need for durable goods 

Excess bank reserves 

Hoarding 

Development of profit possibilities not yet exploited 
Uncertainty and pessimism prevalent. 

Revival- 

More favoralde expectations 

Buying to replace worn out durable consumers’ and producers’ goods 
Increasing investment (in new and old industries) 

Increasing employment 
Increasing money incomes 
Rising prices— usually faster than costs 
Increasmg inventories, to “beat price rises” 

Increasing bat^ loans and investments 
Dishoarding — ^increased velocity of circulation 
Expectation of further price rises 
Operation of the "acceleration princii^e” upward. 

Prosperity — 

Continuation of favorable expectations 
Replacement of worn out durable goods 

High level of output — increased p^uction of new capital goods 
Relatively full employment of productive agents 
Costs catching up with revenues 
Inventories large ^ 

Speculative activity in many lines 

“Bbdiaustion” of profitable investment opportunities 

End of “acceleration principle” upward 

Excess hank reserves depleted— credit expansion checked 

Failure of speculative expectations to materialize 

Leveling off of profit margins— beguinii^ of declines. 

Beoessionr— 

Yielding of favorable expectations to uncertainty and pesrimism 

Declining profit margins 

“Acceleration principle” working downward 

Possibly some “bnbWe-buisting" crisis 

Decreasing investment — imemployment of productive agents 

Decreasing money incomes 
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price decline” 

Contraction of bank credit 
Increased hoarding 
Falling levels of output. 

While there are several factors (especially the exhaustion of banks’ 
excess reserves and the exploitation of major investment outlets) that are 
almost certain to put a “ceiling” to the boom, there is much less certainty 
as to the “floor” in the depression. Why the bottom is reached just when 
and where it is is most diflScult to explain. One partial explanation 
advanced is that after prices have fallen so far and after much liquidation 
has occurred, people begin to look for a leveling off, possibly on the basis 
of past experiences. Further, buying that has been postponed through- 
out the decline tends eventually to become more “necessary,” especially 
when expectation of further price declines weakens — an overcoat may be 
used a third or fourth year but eventually it becomes almost unusable. 
Such replacement demand, by individuals and industry, may amount to 
considerable proportions in comparison with depression lows. Another 
factor sometimes stressed is the increased business efiiciency that comes 
with hard times. Forced liquidation is eventually completed, and this 
deflationary pressure removed. Currently many writers feel that the 
development of new products and methods providing profitable invest- 
ment outlets is perhaps the most important revival stimulus. And of 
general but crucial significance is a lessening of the pessimistic, uncertain 
expectations of entrepreneurs and investors. Often this shift is de- 
pendent upon external factors — ^the most striking example is the great 
revival of confidence following the bank holiday and positive government 
action in March, 1933. To explain revival each depression must be 
considered as an individual case. As with the upper turning point, the 
underlying “favorable” conditions for the change are usually more im- 
portant than any one particular event that may shift the balance. Only 
very recently have intentional government corrective efforts come to play 
a major role in the recovery picture. 

One important aspect completely omitted from discussion thus far is 
the international nature of business fluctuations. Over the last century 
there has been a marked similarity of business fluctuations in the major 
industrial countries. This is due to the close economic and political 
interrelations between nations, especially under the international gold 
standard of past years. This does not mean that cycles in various coun- 
tries have been identical — ^rather, simply that cycles have generally tended 
to be international rather than confined to one country. This aspect of 
cyclical fluctuations is omitted here since international economic relations 
are yet to be discussed; it will be considered in that setting. 

Further, no mention has been made, except incidentally, of agriculture’s 
place in the cyclical process. Although good or bad crops do have some 
influence on business fluctuations, apparently cycles of good and bad 
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times in agriculture are largely a result of prosperity and depression in 
the business and industrial world. The demand for farm products de- 
pends largely on business and industrial conditions. In prosperity in- 
dustiy takes large amounts of farm products as raw materials ; and wage 
earners, fully employed at good wages, buy large amounts of foodstuffs. 
In depression, industrial demand for raw materials falls off; and wage 
earners, unemployed or employed at low wages, are forced to contract 
consumption of foodstuffs and of finished products that use farm products 
as raw materials. Although there is a close interrelation between agri- 
culture and business and industry, the causal connection is apparently 
more from business fiuctuations to agriculture than vice versa. 

It may be useful to summarize the complex cyclical process briefiy: 
Excluding government activity, the level of employment and production 
(investment) is determined by entrepreneurs’ profit expectations. These 
expectations depend on the entire complex of economic, social, and polit- 
ical conditions at any given time, but essentially they reduce to expecta- 
tions as to cost-revenue relations over the period for which investment 
and production plans are made. Fluctuations in investment activity 
and in monetary demand for producers’ and consumers’ goods tend to 
become cumulative. But many costs are sticky, moving less quickly. 
This fact gives rise to widening profit margins on the upswing, and de- 
creasing or vanishing ones on the downswing. This combination, coupled 
with the fact that most entrepreneurs are essentially optimistic once 
recovery is under way so that they project better conditions into the 
future and correspondingly pessimistic in defiation, explains the upswing 
of revival and the downswing of recession. A movement in either direc- 
tion tends to feed on itself cumulatively. Yet in the upswing as specu- 
lative profit expectations are finally disappointed and “profitable” invest- 
ment opportunities become scarcer, prosperity tends to reach its peak and 
level off or fall. In the downswing as conditions prove to be not quite 
so bad as expected when liquidation is completed and falling costs “catch 
up,” depression tends to reach a bottom and level off or rise. On this 
simple pattern practically all the factors at work in business fiuctuations 
can be fitted — one should be careful not to lose sight of the woods for 
the trees and fall into the error of supposing that any one or a few 
particular happenings “explain” cyclical fiuctuations. All factors are 
important as they influence individual and business expectations — ^ulti- 
mately as they influence the relation between expected costs and revenues. 
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Economic Policy and Business Fluctuations 


The great severity of the depression following 1929, coupled with the 
fact that by 1940 there were still around nine million unemployed in this 
country in spite of a return of industrial activity to high levels, caused 
many persons to forget an important historical fact. For well over a 
hundred years the United States has been experiencing alternating waves 
of good and bad times, and several of the depressions have been both long 
and severe. Never before the 1930’s had there been any serious govern- 
mental effort to “cure” the depression — rather, events had been left to 
run their course and “cure” themselves. And in spite of the fact that 
no imx)ortant remedial steps were taken, we had revived from each de- 
pression period to go on to a succeeding prosperity. This same general 
experience of revival without remedial effort had been true of the 
otW industrial cotmtries that had been experiencing business cycles. 

In the past few years people have become so accustomed to thinking of 
revival in terms of government spending and other remedial measures 
that it is easy to overemphasize that aspect. Indeed, it is not yet 
entirely clear whether the conglomeration of supposedly remedial meas- 
ures undertaken by the federal gov^nment after 1930 did more to help 
or to hinder revival. In spite of the remedial efforts, this last depression 
was the most severe and one of the longest in history. Only with the 
“war” boom of 1941, based upon a tremendous program of spending for 
rearmament* did many indexes of business activity and employment 
surpass the peak 1929 levels and unemployment fall under five million. 
Why did revivals come without government remedial effort all throu^ 
our history, and only so slowly in spite of the assistance of government 
“remedies” during the last decade? What can be said regarding the 
usefulness of various government policies intended to stimulate recovery 
and to maintain prosperity once attained? 

The preceding chapter has described in some detail the numerous self- 
perpetuating tendencies inherent in cyclical business fluctuations, once 
these fluctuations are well under way. It is relatively clear why a boom 
or recession, once well started, moves cumulatively upward or downward. 
But it is much less clear exactly why this cumulative movement reverses 
itself — ^why a boom turns into a recession, and vice versa — ^although 
various factors exist that are likely to bring about these turning points. 
Perhaps the greatest problem is why depression has always been followed 
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by revival, usu&lly at rather regular intervals, without any formal 
remedial action. 

There can be little doubt that tixe resilience of the economic system in 
springing back recurrently from depression lows over the last century 
and a half has been due in considerable part to the rapid expansion of the 
economy and to extraordinary “external" stimuli that came at propitious 
moments. The very rapid geographical expansion of oiir economy with 
the opening of the West and the correspondingly rapid growth in popula- 
tion provided an expanding range of new investment opportunities, and 
provided a momentum that did much to lift the country out of depression 
periods. At the same time, the amazingly rapid technological advances 
of the nineteenth and early twentieth centuries opened vast new fields 
for profitable investment, especially in such heavy investment industries 
as canals, railroads, automobiles, electricity, and so on. Likewise, during 
much of the nineteenth century international economic intercourse was 
relatively free, providing both a heavy inflow of foreign capital to 
finance rapid economic expansion and a market for many export products. 

In addition to these underlying expansionary influences, on several 
occasions “external" events were of crucial importance in expediting re- 
vival. The great gold rush to California in the late 1840’s was one such 
event. The Civil War, with its large expenditures, was another.- In- 
flationary results o’f the Sherman Silver-Purchase Act played a major 
part in the recovery from 1890 to 1893. The Spanish-American War 
and the great gold discoveries in Alaska and South Africa provided the 
impetus for the recovery of 1897-09. Thus, the self-perpetuating forces 
in business fluctuations may have played only a minor role in explaining 
the revivals following each depression period. 

During the long depression of the 1930’s there was a widespread wave 
of pessimism, a feeling that the economy had finally reached a state of 
“maturity” and that the expansive forces of the nineteenth century 
could no longer be counted on to help bring revival by opening new 
profitable investment opportunities, ^me people went so far as to 
argue that the economy was now “stagnant,” pointing to the long and 
severe depression in spite of huge government expenditures and other 
policies aimed at bringing revival. The important characteristics of this 
“mature” economy were asserted to be: 

1. Decline in the rate of growth of population, which cuts down the 
rate of growth of demand for houses, clothing, foodstuffs, etc. 

2. End of geographical expansion— closing of the geographical frontier 
for capital investment and expansion. 

3. Increasing efficiency of capital due to technological advance, so that 
workers find it increasingly hard to be reabsorbed after being displaced 
by machines. 

4. The continued accumulation of capital, which tends to reduce its 
yield as opportunities for new investment are used up. 

5. The trend toward economio nationalism, which discourages foreign 
trade and loans. 
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There is no doubt as to the facts — ^all of these tenidencies do exist. 
And they all may be of importance. But it seems likely that many 
writers greatly overemphasized them and hence took an overly pessimistic 
view in saying that private investment and business could not be expected 
permanently to reabsorb the unemployed.^ To the extent that these 
tendencies exist they made revival during the 1930’s less likely than it 
would have been a century before. It surely is true that no major tech- 
nological advance happened along to provide an opening for large-scale 
investment at the needed moment, for example, as did railroad building 
several times during the nineteenth century and as did the auto industry 
and construction following the depression of 1920-^21. But to argue from 
this that we cannot expect more technological advances, which will open 
avenues for widespread investment, appears very questionable. Less 
pessimistic writers argue instead that the failure of private industry to 
absorb the unemployed during the lOSO’s was primarily explainable on 
several other grounds, and that, even though the “maturity” argument 
has some validity, there is strong reason to believe that private investment 
(business) would have revived much sooner if conditions had been more 
favorable and certain barriers had been removed. With the rearmament 
boom, talk of “maturity” has largely vanished in the face of the highest 
levels of productive activity and employment yet known, far surpassing 
1929 levels. Yet, there can be no escaping the fact that the boom has 
rested very largely on the huge government rearmament expenditures, 
and to think that such a war boom permanently solves all unemployment 
troubles would indeed be short-sighted. 

Most discussion of antidepression policy has been in short-rup. terms. 
We have typically worried about how tq%et out of depressions after 
getting in them. Comparatively little attention has been given to the 
more fundamental problem of long-run policies calculated to maintain 
economic stability and thus prevent the excesses both of the inflationary 
booms and of depressions. In this chapter some of the more important 
measures used recently in the attempt to control business fluctuations will 
be considered first. Later, in view of the shortcomings of the various 
current policy proposals, attention can be given to certain lines of long- 
run economic policy calculated to maintain economic stability, rather 
than simply to restore “prosperity” after depression. 

The Basis for Economic Policies to Mitigate 
Business Fluctuations 

If revival came more or less automatically from all the depressions of 
the last century, why is it desirable to undertake any governmental 
policies to achieve this end? The answer is, few human trials are as 
great as those forced upon great masses by the unemployment and poverty 

1 Similar pessimism, and even use of this same concept of a “mature” economy, 
can be found in several of the earlier severe depressMtls, especially the long depres- 
sion of the ISTO’s. 
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of depression periods, and it may be possible to bring revival more quickly 
and surely by a wise governmental antidepression policy than would occur 
“automatically.” Especially is the case for positive remfedial action 
strong if the arguments as to the “maturity” of the economy are valid 
enough to mean that revivals from “natural” causes will henceforth be 
very slow and uncertain. 

Severe business fluctuations depend in considerable part on fluctuations 
in money income and demand, especially in view of the many “sticky” 
costs that mean fluctuations in profits as selling prices move up and down 
more rapidly than many costs. The whole process centers around the' 
profit expectations of entrepreneurs and investors, which are based' not 
only on existing profits (price-cost relations) but more on expectations of 
future changes in revenues (money demand conditions) and costs. A vast 
range of considerations, many “npneconomic” in nature, affect profit 
expectations at any time and all these must be considered in formulating 
economic policy designed to mitigate business fluctuations. 

Since monetary demand plays such a central part in business fluctu- 
ations and since it is the factor perhaps most directly amenable to control, 
major attention has been centered on this approach in business cycle 
policy. Considerable attention has, however, also been paid to the possi- 
bility of controlling costs and individual price-cost relations. Besides 
these two basic avenues of approach, numerous other suggestions have 
been offered. For purposes of convenience, the various business cycle 
policies are considered under four headings: (1) monetary policy; (2) 
fiscal policy (government finance) ; (3) policy toward costs; and (4) mis- 
cellaneous policies. Actually these various types of policy are very 
closely interrelated, as will be apparent. 

Monetary Policy 

Monetary policy includes control of money and credit. Monetary 
policy and fiscal policy (public finance through* spending, taxation, 
borrowing, and so on) are very closely interrelated and properly- should 
not be separated — they are segregated here primarily for convenience in 
discussion. Acting directly and with the Federal Reserve System, the 
government can attempt to check undesirable booms by withdrawing 
funds from circulation through taxation and by control of bank credit 
in various ways; it can attempt to stimulate revival from recession or 
depression by putting newly created money into circulation, by attempting 
to increase the velocity of existing money and credit through revenue and 
expenditure policies, and by stimulating the expansion of bank credit. 

Issue and withdrawal of money 

The simplest way in which the federal government (or the Federal 
Reserve) might use its monetary powers to mitigate business fluctuations 
would be simply to issue and spend new money when it wanted to stimu- 
late revival, and to withdraw (by taxation) and destroy money whenever 
it wanted to check an undesirable boom. By so controlling the amount 
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of Baon^ in ciicylatioo the government would b& direetiy eontroUiag 
.fluctnaitions in the money demand for goods and services, and thereby 
influencing business conditions. 

Against this jrrima facie case for the most direct method of monetary 
•stabilisz^tion, certain criticisms are raised. Aside from the very difficult 
problem of when to issue or withdraw money so as to promote business 
; stability at the desired level, there are said to be two primary weaknesses 
to this plan of action. The first is that actual money is a small part of 
the. total means of payment — changes in the amount of bank credit are 
quantitatively much more important. Withdrawal of money by the gov- 
ernment to offset a boom mi^t easily be more than offset by changes in 
velocity and by new bank loans and investments made in the optimism 
of the boom period. A similar difficulty would arise in so trying to check 
a recession. Large issues of money in depression over the amount wanted 
for use and hoarding by the public would orddnarily find their way back 
into the banks where the cash might be used as the basis for an increase 
in credit; however, this is likely to be of limited use in such periods when 
there are large excess reserves anyway. The second weakness is that 
many, persons (especially conservative bfusinessmen and bankers) have 
an ingrained fear of “inflation” from the issue of new money. Often this 
fear is partly irrational — ^based on the assumption that an increase in tlie 
quantity of money will necessarily lead; to a runaway price inflation 
and eventual bankruptcy of the government. But whether the fear is 
irrational or not, the issuance of large amounts of new money to check 
recession may do as much harm as good, by creating uncertainty and 
^ssimism in the minds of businessmen, and investors, making them all 
the more hesitant to expand output and undertake new investments. 
Ordinarily there seems to be much less fear of “inflation” through expan- 
sion of bank credit, although actually expansion of bank credit has the 
same effect on prices as new money aiid is likely to be quantitatively much 
more important. A -r^ated suggestion, considered later, is that the Fed- 
eral Eeserve create bank credit directly rather than actual money. 

Treasury control of bank credit 

The primary means of monetary control has been and promises to 
continue to be through control of the expansion and contraction of bank 
credit. Both the federal Treasury and the Federal Reserve have impor- 
tant means of control over the quantity of bank credit, though neither 
nor toth together have anything lUce complete control. The Treasury 
exercises its power over bank credit primarily through its financing 
policies. If it wants bank credit expanded (for example, to finance a 
depression spending policy), it may achieve this result by issuing new 
bonds and selling them to the banks.^ When the bank buys bonds, it 

~ This is simply^ borrowing from the banks. It should be kept distinct from the 
sale of already existing bonds by the Federal Reserve in. order to draw down bank 
^serves. la the Federal Reserve case the bank immediately loses re-serves to the 
Jmtaut of purchase without losing any deposita — ^so excess reserves are reduced and 
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expands credit just as if it had made a loan to an individual or business^ 
and the Treasu^ obtains its funds through an expansion of bank credit 
instead of drawing on funds that individuals might otherwise have spent 
themselves. The Treasury may also stimulate credit expansion by the 
issue of new money that finds its way into the banks as new reserves, but 
the short-comings of this method have already been noted. Ordinarily 
the Treasury has been interested in bank credit primarily as a means of 
obtaining desired funds to spend in depression or war periods. It has 
made little effort to check credit expansion in boom periods, since expand- 
ing monetary demand can be checked more directly through new taxes if 
the Treasury wants to take action. Control of credit expansion has 
usually been considered a function of the Federal Reserve. But if the 
Treasury has large deposits with the commercial banks, it can draw down 
excess reserves by transferring these deposits to its accounts at the Federal 
Reserve Banks. This tranfer means adverse clearing balances for the 
member banks losing government funds, just as when an ordinary cus- 
tomer withdraws his account by check and transfers it elsewhere. Since 
the Treasury deals in such huge sums of taxed and borrowed funds each 
year, its power over the quantity of bank credit is tremendous. The 
astronomical expansion of bank deposits since the outbreak of war demon- 
strates the overwhelming position of such government policies. 

Federal Reserve control of bank credit 

The Federal Reserve is commonly thought of as the agency having the 
power to control bank credit and this has always been one of its major 
purposes. Although the Federal Reserve authorities have been given 
direct responsibility for credit control, actually their powers are sub- 
stantially less than these potentially open to the Treasury through its 
fiscal policies. The Federal Reserve has several methods it may use hi 
attempting to check an undesirable credit expansion: (1) making opai 
market sales, (2) raising the rediscount rate and the rate on advances, 
(3) direct pressure on banks to stop expansion, (4) raising legal reserve 
requirements, and (6) tightening credit in the security marVets and in 
installment buying. The converse steps may be used to stimulate revival 
These methods have been described already. Here it is sufficient to note 
again briefly how effective they are likely to be. 

Federal Reserve authorities may be able to check credit expansion i* 
the upswing if their resources are not exhausted before the excess reserves 
of the member banks are used up. By open market sales the Reserve may 
draw down excess reserves and hence limit expansion, but this is possible 
only as long as it has securities to sell in larger volume than existing 
excess reserves. Raising the rediscount rate or the rafS" on advances is 
effective in checking expansion only if member banks have to borrow, and 
as long as they have excess reserves borrowing is unnecessary. The 

pressure ia exerted to contract credit. In the Treasury case, the Treasury takes the 
bond proceeds in the form of a deposit at the bond-buying bank, and' credit: Is 
created, just as if the bank had loaned to an individual or busmess concern* ' . ' > 




M ECONOMIC vPOLICY^ AND; BUSINESS .FLUCTUATIONS 


ability of the Federal Reserve to check credit expansion ultimately 
depends on its ability to exhaust member banks’ reserves. The 1941 
boom period clearly illustrated this limitation. The Board of Governors 
had power to raise requirements to 26 per cent, 20 per cent and 14 per cent 
for central reserve city, reserve city, and country banks, respectively. 
This increase, coupled with open market sales of securities held, would 
have used over half the existing excess reserves, but there still would have 
remained very large excess reserves even though the Federal Reserve’s 
resources were exhausted. Federal Reserve power to limit bank credit 
expansion, though substantial, was obviously inadequate. However, ordi- 
narily the Federal Reserve authorities have had considerable power to 
check credit expansion, if they were willing to take sufficiently drastic 
action. Recently the obligation that the Federal Reserve authorities 
have felt to assure easy financing conditions to the Treasury in the war 
period has largely eliminated the possibility of vigorous anti-inflationary 
action. 

Federal Reserve powers to check a contraction of credit or to stimulate 
expansion once the economy is in a depression are much more limited. 
In depression banks typically have large excess reserves. The Reserve 
authorities may lower rediscount rates and rates on advances, but if the 
member banks have no need to borrow, the lower rates have no effect. 
The Reserve Banks may buy government securities in the open market, 
thus adding to the excess reserves of the banking system, but the failure 
of banks to make loans and investments in depression is not due to lack 
of reserves. It is due, rather, to the unwillingness of bankers to make 
loans to any except “safe” risks and to the fact that such “safe” risks do 
not want to borrow — ^a major reason that they are considered “safe” is 
their strong cash positions. Although larger excess reserves give an added 
stimulus to the banker to expand credit, they are by no means sure to get 
results. Reserve requirements may be lowered, thus further increasing 
excess reserves — ^but again there is no surety that this will lead to credit 
expansion. But one vitally important power that they do have, and un- 
fortunately have not always exercised, is the power to see that the bank- 
ing system is never driven to mass liquidation by reserve shortages; this 
is perhaps the most vital of all Reserve functions. 

Thus, the Treasury and Federal Reserve do have important monetary 
powers to mitigate business fluctuations, directly through the power to 
issue and withdraw money and indirectly through control of the volume 
of bank credit. Their power to check upward expansion is considerably 
greater than their power to stimulate recovery, especially in the case of 
bank credit control. In any case, control over the amount of money and 
credit in existence means far less than complete control over the price 
level and the level of business activity. The government has no direct 
control over the velocity of circulation — over the confidence of the 
people and their expectations — and often nonmonetary factors are more 
important than monetary ones in determining the level of production, 
employment, and inc(nne. 
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The problem of "timing" monetary policy 

These limitations on the powers of the Treasury and Federal Reserve to 
stimulate revival and to check inflationary booms are only part of the 
problem. Almost equally vital is the question of when the powers are to 
be eprcised. If business fluctuations were simple and precise, so that 
turning points were always sharply marked and even predictable, mone- 
tary policy \vould be relatively simple. But there is often a good deal of 
uncertainty as to just what sort of monetary policy should be followed, 
even assuming the ability of the policy to have the desired effect on busi- 
ness conditions. In 1929 many persons were arguing that credit should 
be expanded further lest the ‘^new era’* be checked; others demanded 
repressive action. In 1937 the situation was very mixed, with a high level 
of industrial production and with other favorable business indicators but 
with many millions still unemployed. Should restrictive measures be 
applied in such a case to safeguard against a runaway boom, or should 
credit expansion be encouraged? If stimuli to revival are not discon- 
tinued soon enough after “prosperity” has returned they are likely to lead 
to overexpansion and inflationary speculation. On the other hand, if the 
stimuli are discontinued too soon, the revival may die off and the system 
may fall back into depression. Although many indicators are now avail- 
able as guides to monetaiy policy, the problem of timing remains one of 
the most difficult faced in attempting to achieve business stability at 
relatively full employment. 

Federal Deposit Insurance Corporation 

Crises and recessions have always been marked by “runs” on banks and 
waves of bank failures. As part of the emergency legislation of 1933 the 
federal government set up a plan of bank deposit insurance— the “Federal 
Deposit Insurance Corporation,” The plan now guarantees that if any 
insured bank fails, the FDIC will pay off each depositor up to a limit of 
$5,000; deposits above this sum are uninsured. The banks insured pay 
into the fund a certain assessment each year to build up a reserve to pay 
losses, just as in ordinary insurance. But what gives the plan its strength 
is the fact that the federal government is behind it — the assurance that 
the federal government stands ready to make good deposits in closed 
banks. Any bank may obtain insurance by meeting certain requirements 
as to soundness; and virtually all banks are now members. A large ma- 
jority of all depositors are fully insured, though less than half the country’s 
deposits by volume are covered because of limitation of the insurance to 
$5,000 per account. Once depositors are confident that there is no danger 
of banks being unable to pay their deposits, the reason for bank runs 
vanishes. Only depositors holding partially nonguaranteed accounts 
any longer have any cause to institute bank runs. 

By largely eliminating bank runs the FDIC has been of great aid in 
preventing financial crises, and should continue to be. Its importance 
is much more in preventing bank failures than in paying off the deposits 
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once banks have closed. In the past, mass withdrawals from banks at 
crisis periods have forced thena to liquidate securities and call in loans 
with disastrous results for borrowers. Bank failures have played a 
eentral role in destroying public confidence in financial and business 
institutions. Since the FDIC largely eliminates bank runs, it largely 
renjoves the pressure on the banks to get cash suddenly and hence makes 
it unnecessary for banks to contract credit so rapidly once recession 
begins. The danger of financial crisis is much less than it has been in 
the past, and future recessions should be less severe than past ones, other 
things being equals because the pressure on banks to liquidate has been 
alleviated. 


Fiscal Policy (Government Finance) 

The powers of the federal government to influence the level of pro- 
duction and employment have already been noted briefly in connection 
with “monetary” policy. But most of these powers of the government lie 
in the realm of what is usually called “fiscal” policy, or government 
finance, Roughly defined, fiscal policy includes taxation and borrowing 
as means of obtaining funds and government expenditures of these funds. 
It will become increasingly apparent that monetary and fiscal policy 
considerations ought not realistkally to be separated — ^they are segregated 
here only for simplicity of exposition. 

Fiscal powers to check inflation 

Suppose a runaway boom is in progress, with speculative activity 
rampant and increased monetary demand resulting primarily in higher 
prices rather than increased production. What are the fiscal powers of 
the government to check this situation, in addition to the powers already 
noted under monetary policy? 

In principle the answer is simple. The government can withdraw funds 
from circulation, presumably by taxation,® and fail to spend the funds. 
This directly reduces the total monetary demand for goods and services 
and acts as a direct brake on the boom and price inflation. How severe 
the taxes would have to be in order to check the inflationary boom would 
depend upon the particular case in question. Almost any type of tax 
would obtain the desired effect of reducing the total incomes people have 
to spend, and so checking the inflationary boom. Most direct would be 
a general income tax, taking a portion of every income before it could; 
be spent. The choice between taxes would have to be made on several 

* Funds might be withdrawn by borrowing and then held idle, but this would 
probably be much less effective. Borrowed funds might well come simply from 
bank credit expansion or from sources where the money would have lain idle any- 
way. In these cases the action of the government would have little or no effect in 
decreasing effective monetary demand. Only if the borrowed funds were drawn 
from sources where they otherwise would have been spent would there be any de- 
crease in effective monetary dcmsuid. By contrast, taxation is much more likely to 
withdraw active funda. 



ECONOMIC POUICY AND BUSINESS FLUCTUATIONS 691 

gromds, perhaps the most important being that of an “eqnitable’' distri-» 
bution of the tax burden. Comparison of the nature and effects of various 
taxes is included in later chapters; * here it ia only necessary to see the? 
part taxation could play in checking a boom and/or price inflation. 

In addition to the problem of proper ticiii^ few such taxes to check: 
boom period inflation, a very important political difficulty exists. Boom 
periods are typically periods of unrestrained optimism-rthe “new era will 
last forever”; “things are going up and up.” In the face of such a public 
opinion,, legislators would be acutely unpopular were they to impose heavy- 
taxes to cheek the boom. And quite aside from the political pressure* 
involved, there is considerable doubt whether the congressmen could be 
expected to realize the need for taxation of this sort — congressmen are- 
subject to the same “new era optimism” as are others. Even under 
obviously inflationary conditions. Congress is exceedingly hesitant to vote 
new taxes. Taxation to check booms and rising prices has almost invari- 
ably been “toO' little and too. late,” and there probably is little reason to- 
expect any other policy in the- futme, unless the policy of checking the 
boom is firifily, gdopted before the need for its application. In a period 
of approaching boom and price inflation it is fairly easy to reflect coolly on 
the coming dangers and possibly even to enact a law providing for auto- 
matic imposition of taxes to check the inflation should the need arise. 
But to hope for the adoption of such a “sensible” policy during the boom 
period appears, in the light of history, to be a pious hope indeed. The 
events of the present war inflation period bear sad witness to this fact. 

Fiscal powers to stimulate revival 

The powers of “monetary” policy to stimulate revival from depressions 
have serious, limitations, and, for the first time during the past decade 
primary reliance, has been placed on “fiscal” policy, first as an unplanned 
result of relief spending and later as a conscious expansion policy. The 
primary method used has been the “unbalanced budget,” the federal 
government greatly increasing its expenditures without a corresponding 
increase in tax revenues and the difference (or “deficit”) b^ng financed 
by borrowing. The rationale of the plan is simple. By borrowing idle 
funds and putting them to use, employment and production are increased, 
and national' income rises. The borrowed funds can then be repaid out of 
taxes dming the ensuing prosperity. Everyone would agree that it would 
be foolish to try to have receipts just equal expenditures every day, or 
even every week. Would it be foolish to take a month as the period for 
balancing the budget? Surely so. Why then should the budget be bal- 
anced every year, instead of every two or five years? The “unbalanced- 
budget” plan suggests that the balancing period should be roughly over 
the length of the cycle — running a deficit during depression years while 
spending to increase purchasing power and promote prosperity, and then 
paying off in prosperity the debt so incurred. The primary difficulties 


* Chapters 48 and 49. 
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with such an unbalanced-budget plan lie in applying it properly, and in 
the danger of assuming that cyclically unbalanced budgets alone neces- 
sarily assure recovery and make other remedial measures unnecessary. 

In depression it is desirable to increase the monetary demand for goods 
and services, because such an increase will tend to lead toward a cumula- 
tive revival. The government therefore borrows funds (by selling bonds) 
and spends the funds by giving relief, carrying on WPA projects, and so 
on. If this process takes funds from persons, banks, or other institutions 
in whose possession they would have lain idle and gives the funds to 
persons who will spend them, it thereby increases the current volume of 
expenditures and the monetary demand for goods and services. But this 
is true only if those who receive the money spend it faster than would the 
bondholder had he not bought the security — ^that is, only if velocity of 
circulation is increased. As recovery progresses it is expected that the 
government would increase taxes and pay off the bonds, thus bringing 
the budget back into balance over the longer period.® With this simple 
picture as background the budget problem may be examined in more 
detail, first as to possible depression revenue sources and then as to 
depression expenditure policies. 

1. Depression revenue sources. In depression the government finds 
itself in a dilemma — its revenues from taxation fall off sharply and its 
expenses increase greatly owing to the necessity of taking care of people 
who are out of work. Unless it is willing to let people starve, it must 
increase its revenues somehow. One possibility is increased taxes — ^this 
source has often been used in the past. But, as unbalanced-budget 
advocates point out, this is precisely the time when it is undesirable to 
increase most taxes. Many taxes are costs to businesses, and the basic 
trouble is that costs are too high relative to expected revenues. Examples 
of such tax costs are pay-roll taxes, excise taxes (taxes on playing cards, 
cigarets, and other individual articles) , and sales taxes, to the extent that 
they are borne by sellers. Such taxes are so much per unit of output or 
per employee, and directly increase marginal costs. They lead to a 
restriction of’output and employment, not an expansion. If the consumer 
bears these taxes the result is equally bad — in that case the purchasing 
power of the consumer is reduced because of the higher prices. Moreover, 
such taxes are largely on goods which the poorer and middle classes 
consume heavily; and it is the buying power of these groups which must 
be revived. There are probably few worse ways to increase revenues in 
a depression period than by the use of such new sales, excise, and pay- 
roll taxes as were adopted in the lOSO’s. Budget-balancers advocating 
the imposition of such taxes .in depression deny the basic claim of the 
unbalanced-budget proponents — ^that the way to obtain recovery is by 
borrowing and spending in order to increase monetary demand — and they 

* More recently one group of economists have advocated permanent deficit financ- 
ing because they believe that such government investment is necessary to maintain 
full employment in our “stagnant economy.” This argument for long-nm “com- 
pensatory” spending is considered in Part X, The Public Economy. 
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disregard the deterrent effects on production. Other taxes, while likewise 
nonexpansionary depression financing sources, are somewhat less objec- 
tionable. Thus an income tax on high incomes might fall largely on funds 
otherwise “idle,'’ so that funds so obtained would increase velocity and 
total monetary demand when spent. But it is by no means sure that the 
tax would fall only on “idle” funds. Many observers believe that high 
income tax rates and taxes on business profits are an important factor in 
explaining the depression failure of private investment to revive. This 
deterrent factor is clearly of importance, and the present tax structure 
especially penalizes the taking of business risks. Just how important 
such deterrents are in the total picture is uncertain, but that increased 
taxes are poor depression revenue sources is amply clear. 

If we insist on raising additional depression revenue by taxation, a 
minimum requirement should be to avoid taxes on output and employment 
(on marginal costs) , and utilize as far as possible taxes that have no such 
direct effect in restricting output. But many writers argue that a more 
sensible plan would be to decrease taxes at such a time, especially taxes 
on output and employment. This would mean a decrease in business 
costs, and an increase in purchasing power, since individuals and busi- 
nesses would then have the funds to spend that they otherwise would have 
had to pay in taxes. Further, this approach would avoid the deterrent 
to new investment imposed by high taxes on profits. But in spite of these 
advantages of reducing taxes in depression periods, the problem of where 
to obtain the revenue needed to carry on relief and regular governmental 
functions would remain. 

In view of the disadvantages of added taxation in depression and of 
the need for added revenue, unbalanced-budget advocates argue that 
additional funds should be raised by borrowing. Borrowing to finance 
depression expenditures will, they argue, have two major results. First, 
it will provide for relief expenditures and regular government functions. 
Second, it will “prime the pump,” setting recovery under way by increas- 
ing monetary demand for goods and services. The second claim rests on 
two tacit assumptions. First, it is assumed that the unbalanced budget 
does increase total monetary demand and incomes, an assumption true 
only if the borrowed funds would not have been spent had they not been 
obtained and used by the government. Yet this premise is probably for 
the most part correct, especially since such a large proportion of govern- 
ment bonds are bought by the banks and high income groups. If the 
bonds are sold to banks, new credit is created; if they are sold to holders 
of “idle” funds an increase in velocity results. In either case, the result 
is an increase in the volume of expenditures and incomes. The second 
assumption underlying the “pump priming” proposal is that the recovery 
once under way will become cumulative. There is some truth in this 
proposition, to be examined presently, but many unbalanced-budget advo- 
cates overestimate the possibilities of their proposal. Deficit financed 
spending cannot alone assure recovery and prosperity. 

A th’rd possible method of financing unbalanced budgets in depression 
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is simply the issue of new money. Indeed, if monetary-fiscal policy 
were to be implemented by the issue and withdrawal of money, it -vrould 
be put into circulation when needed primarily in the form of recession 
or depression expenditures. The possibilities and disadvantages of this 
method of financing have already been discussed in connection with 
monetary policy. Closely related and avoiding some of the difficulties 
of the new money method would be the financing of spending by direct 
credit creation by the Federal Reserve through purchase of securities di- 
rectly from the Treasury, an alternative considered more fully later. 

2. Depression expenditure policies. Once revenues are obtained, the 
problem remains how best to spend them. The two primary possibilities 
are (a) direct relief or dole, and (b) public works such as WPA. There 
are strong arguments for and against both methods. 

Advocates of direct relief point first to the lower cost of that method 
-and its direct stimulative effect, and emphasize certain drawbacks of 
public works. Public works projects are frequently very slow to get 
started after the need for relief and increased purchasing jxjwer arises; 
and they are very difficult to stop promptly once the need for them is past 
and it is desirable to cut down on public expenditures lest the continued 
expenditures speed recovery too fast. This is true not only because of 
the physical nature of the projects, but also because of the political nature 
of a public works program. Once such a program is started, it becomes 
largely a matter of political pressures and logrolling as to how many 
projects there shall be and where. Every locality demands its political 
due, and the results of the logrolling and pork-barrel methods of Congress 
are too well known to need description. By comparison, it is likely that 
direct relief would be somewhat more flexible. 

Second, public works projects are likely to keep high exactly those 
sticky costs that ought to come down if real recovery is to be achieved. 
Examples are wage rates of many types of strongly unionized skilled 
workers and prices of monopolized building materials such as cement and 
steel products, costs that fall much less than most prices in recession 
because of special monopolistic supports. If public works programs are 
then instigated that lead to a large demand for such labor and such con- 
struction materials, these public works will be keeping up the very prices 
(costs) that should be brought into relative adjustment with other prices. 
Public works programs in the past have often been open to this criticism. 
The stated policy of paying “prevailing wage rates,” whether these “pre- 
vailing” rates have fallen from prosperity levels or not and even when 
most workers are taking lower rates, is a case in point. 

Lastly, public works may be in direct competition with private industry. 
For example, some persons feel that slum clearance would be an excellent 
type of public works, but that this would be in direct competition with 
private business in the building industries. Therefore, it is argued that 
such depression policy might restrict private investment rather than 
encourage it. 

On the other hand, there is much to be said in f.avor of public works and 
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against direct relief. One of the most important arguments is on ‘‘non- 
economic” grounds. A “dole” is likely to be destructive to the morale of 
unemployed workers, especially if it continues for any length of time. 
Self-respect is lost; idleness becomes habitual; skills become rusty or are 
lost. Such social losses are a major cost of depression and unemployment 
at best; and they are likely to be much less when the unemployed are 
given work relief Sociologists emphasize very strongly the destructive 
social effects of the “dole.” 

Second, many econcmiista argue that public works are a more direct 
stimulus than relief payments to durable goods industries (such as con- 
struction, steel, and highways), where the depression centers, and are 
therefore a more powerful stimulus to recovery than simply putting relief 
funds into consumers’ hands would be. This argument may be a strong 
one in favor of public works — revival does depend largely on recovery in 
the durable goods industries. On the other hand, such funds are much 
less certain to be respent promptly by the recipient than are relief pay- 
ments direct to needy persons. 

Another advantage claimed for public works as against direct relief is 
that “we get something to show for our money with public works.” This 
is true, of course, but it is by no means decisive. The question is, do we 
get enough to merit the additional cost of public works over direct relief? 
The justification for public works in depression is twofold: first, their 
value in their own right as public works, and second, their value in pro- 
viding relief and stimulating revival. A public works project which is not 
“economic” in good times may become worth undertaking in depression 
wlien the relief-revival aspect is added to the worth of the project itself. 
Roads, streets, public buildings, parks, schools, music and art projects — 
these and many others give important and lasting public gains in addition 
to their relief-revival aspects. On the other hand, care must be taken lest 
pubic works projects turn out to be “white elephants.” Many a small 
community now finds itself severely burdened by the cost of maintaining 
expensive public buildings erected by the federal government during the 
depression of the 1930’s. Such public works projects in th *ir own right 
have a negative value to the community and must depend for their 
justification solely on their relief-revival advantages. Unfortunately, in 
the political pork-barrel methods of allocating public funds, very often 
little care is taken to investigate the future needs for, and costs of, projects 
undertaken, and “the something we have to show for our money” is some- 
times primarily a continued drain on local taxpayers. 

Some persons have proposed that instead of either relief or public works, 
the government give outright subsidies to producers in those particular 
industries that most require support. Such subsidies would make it worth 
while for producers to expand output and take on more workers, thus 
obtaining the same result as sought through relief and public works. The 
Use of direct subsidies has not been looked upon with much favor in this 
country, and the political aspects of such a policy might be most unfortu- 
nate. The granting of direct subsidies would be an open invitation to 
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high-pressure lobbying for subsidies, political favoritism, and outright 
graft, imless some automatic basis for the granting of subsidies could be 
devised. Economically, on the other hand, the proposal has considerable 
merit in avoiding some of the disadvantages of both public works and 
direct relief, and it probably deserves more attention than has been given 
it as a possible antidepressiou measure. 

Timing of fiscal policy 

As in the case of monetary policy, the question of timing fiscal measures 
is of correlative importance with the measures themselves. When should 
government “spending” be undertaken to check recession and when shaded 
off in returning prosperity? If the government spends heavily in depres- 
sion and recovery begins, too-long-continued spending may lead to an 
inflationary boom that culminates in another recession and depression. 
On the other hand, if government spending is chopped off too suddenly as 
recovery occurs, the fall in monetary demand may check the recovery 
and throw the economy back into depression. This is partially what 
happened in 1937. After several years of large government deficits, 
recovery seemed well under way with production again at high levels and 
federal government very sharply reduced its expenditures. At about the 
there was much agitation for a balanced budget. In early 1937 the 
same time the new Social Security pay-roll taxes went into effect, exerting 
a further deflationary pressure by raising entrepreneurs’ costs and decreas- 
ing wages paid out to employees. In addition labor strife was great and 
wage rates were pushed up rapidly in certain basic industries. This 
combination of decreased monetary demand and rising costs led to a very 
sharp recession— the drop was even sharper than that following 1929, 
although it did not go as far. This instance illustrates first the importance 
of proper timing for government spending^ and second the manner in which 
a variety of factors at work must be considered to explain business 
conditions at any time. Fiscal policy is only one of many important 
factors. 

It is agreed among most economists that some government inflationary 
pressure is desirable in times of depression. But this does not mean that 
deficit financing is a cure-all. The decade of the 1930’s indicates clearly 
its weaknesses. Deficit financing is generally a factor tending toward 
recovery, but it may well be offset by other factors. For example, 
following 1933 the New Deal administration succeeded in stimulating 
a rise in the price level. This, coupled with returning confidence and 
some sticky costs, was an important factor leading toward recovery with 
increased output and employment. But later wage rates began to rise 
very rapidly in many industries, especially under the pressure of the 
newly organized C.I.O. and under encouragement from the administration. 
To the extent that wage rates rose as fast as selling prices, the advantage 
of higher prices in leading to increased employment in these industries was 
largely lost. At the same time there developed many relative cost-price 
maladjustments — ^the cases of high construction wages and construction 
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materials costs were prominent. Such maladjustments check the tend- 
ency toward recovery and full employment in the industries affected; and 
if critical industries such as steel, railroads, and construction are involved, 
the resulting restraints may check the whole recovery movement. Ex- 
pansionary pressure through deficit financing is only one element in a 
complicated set of determinants; it cannot bring about recovery nnlpsa 
other conditions are favorable. 

Fiscal policy and the government debt 

Deficit financing to combat depression is likely to lead to a large 
public debt if the depression continues for several years. Many persons 
have become alarmed during such periods at the increasing size of the 
government debt, fearing “national bankruptcy” or lesser catastrophes. 
To the extent that people are so alarmed, whether the alarm is “rational” 
or not, this acts as a deterrent to further recovery. Although government 
spending provides an impetus toward recovery, if the deficit to finance 
the spending creates alarm and uncertainty in the minds of investors 
and businessmen this deterrent may partially offset any expansionary 
result of the spending. 

The fear that increasing the public debt will make the nation go 
bankrupt is almost completely fallacious. The public debt is owed by 
the United States to the United States, with the minor exception of a 
few securities held abroad. Paying it off will be a matter of payment 
from some people in the United States to others in the United States. 
Taking the nation as a whole, payment of principal or interest is merely 
a matter of transfer of income or wealth from some persons to others. 
There may even be little real transfer in paying the interest or principal. 
If the government should obtain revenue to pay the interest by taxing 
the same groups who own the bonds, the transfer is purely nominal, 
though actually the paying of interest and eventual payment of principal 
probably involve a considerable real transfer of wealth and income. It 
is, of course, quite conceivable that a government dfebt may become so 
large as to lower the credit standing of the government among investors 
— at the extreme that the government itself (as contrasted to the nation) 
might go bankrupt, as did the German government after the war. But 
the possibility of bankruptcy of the federal government here is so remote 
as to merit little discussion. United States government bonds are still 
considered the ultimate “gilt-edged” investment and even today the 
government obtains funds at very low interest rates. 

The real objections to continued increase of the public debts in depres- 
sion are the detrimental effect on business confidence and the transfer 
effects of paying interest and principal when due. By 1942 the interest 
on the federal debt approached two billion dollars annually; since then 
it has risen rapidly. To raise this revenue requires heavy taxes some- 
where, and although the tax revenue is paid out again to securityholders 
it may still be a serious burden on the taxpayer, especially if the taxes 
fall heavily upon the poor or upon mai'gin^ costs of businesses. If the 
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tftxes to raise interest funds fall on business costs or reduce monetary 
demand, a large public debt has a direct effect in checking output and 
new investment, as well as an indirect effect through destroying business 
“eon&dence.” Whether or not further increases of public debt are de- 
nrable at any time should be determined on a weighing of all these vari- 
•us eonffieting considerations. In any case, experience has shown that 
absence of the pressure of making expenditures conform to regular gov- 
onnaiBeiirt receipts usually leads to growing waste in government adminis- 
tration. This is a homely but important argument against too easy 
reliance on continued deficit financing.® 

Policy Toward Costs 

The importance of sticky costs and particular relative cost-price malad- 
justments has been emphasized in connection with cyclical fluctuations. 
Sticky costs are essentially a monopolistic phenomenon — in a purely 
oompetlitiive market prices of goods and services would move freely in 
jesponsttto’ demand changes. Four of the most important types of sticky 
costs are (1) monopolized wage rates, (2) monopolized raw materials and 
semifinished industrial products, (3) public utility and railroad rates, 
and (4) many taxes. All constitute important costs to many types of 
business enterprises. The first two are sticky primarily in a downward 
direction — ^they stay up in recession when other prices fall, but they rise 
with other prices in recovery periods. Public utility and railroad rates 
and taxes have usually lagged substantially in both directions. When 
monopolized or partially monopolized prices, whether of labor or of 
products, constitute costs to other industries, their effect in restricting 
output is clear; when the monopolized products are consumers’ goods, 
the restriction is directly on consumer purchases. Monopolistic restraints 
result in a restriction of output and employment both in the monopolies 
and in other industries. And this restrictive effect is likely to be partic- 
ularly serious in periods of recession when selling prices are falling rapidly 
but costs are held high by monopolistic pressures. A similar effect results 
in the case of utility and railroad rates and taxes, since they too constitute 
important costs to most producers. Whether the market conditions 
approximate simple monopoly, duopoly, oligopoly, or another monopo- 
Bstic pattern, or whether government policy determines rate changes, 
resulting sticky prices and costs may have similar cyclical effects. 

What ought to be done about sticky cost-prices? The most sweeping 
step would be to eliminate the great fluctuations in monetary demand 
that makes the sticky costs of so much importance. Sticky costs are 
essentially contributing factors to cyclical fluctuations, not inaugurating 
ttD nnotivating causes. But this does not mean that no grounds exist for 
an attack upon the sticky costs themselves. The stickiness of many 
taxes and utility and railroad rates could be lessened directly by govem- 

* A mere’ detailed discussion of the effects of a large public debt will be found in 
CSiapteii ISO 
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Tuent action since all are directly controlled by government or govenjl 
ment agencies, and there seems to be little reason why these prices should 
not be made more flexible. This would mitigate 1die seriousness of price 
declines for businesses concerned. Monopoliced industrial prices and 
wage rates call for direct attack, on grounds of facilitating the allocation 
of resources in accordance with consumers’ demands as well as in order 
to lessen the severity of cyclical fluctuations. Monopolized high prices 
in particular industries such as aluminum, cement, steel, lumber, and 
heavy electrical machinery,^ may have a far-reaching deterrent effect 
on production and employment, in addition to the reduced output and 
employment in the monopolistic industries themselves. Such prices are 
costs to many industries, directly or indirectly, and high costs restrict 
output and employment in all these other industries. Wage rates in 
certain crucial industries hold positions of corresponding importance. 
Monopolistically maintained union wage rates in the construction indus- 
try, for example, mean not only fewer jobs for workers shut out of the 
unions, but higher building costs and less building, which in turn means 
less demand for workers in all the industries connected with construction 
projects. 

While the case for attacking particular sticky monopoly price? to 
eliminate restrictive price-cost maladjustments seems clear, the question 
of changes in all wages (the wage level) as a device for stimulating* 
revival or checking recession is much more complex and far less decisive. 
Proposals usually go to one of two extremes. One proposal is to reduce 
all wages sharply, the other to maintain all wages high or raise them; 
both schemes are advocated to prevent recession and stimulate recovery. 

The first group argues that a lowering of wage rates at the outset of 
recession would cut costs and stimulate business activity, new invest- 
ment, and employment. But this overlooks an important fact, namely 
that if all wages were cut sharply when recession begins total wage-pay- 
ments would probably be drastically reduced. This reduction in income 
and in consumer demand would probably lower selling prices and sales 
turnover, so businessmen might not be any better off than before nof 
would unemployment be prevented. Moreover, such an overall wage cot 
might well have such serious psychological effects as to lead to increased 
uncertainty and hoarding, and to further curtailment of investment* 
Thus business revenues might fall even more than in proportion to the 
wage cut, leading to decreased rather than increased employment. On 
the other hand, if such a wage cut was made in the trough of depressioii 
it seems somewhat more likely that the lowered wages might lead to more 
workers being taken on. Although wage rates were lower, the total 
wages paid out might well increase. What the effect would be would 
depend upon how many (if any) additional workers were hired at the 


^ These particular industries are cited because of their basic importance to the 
economy and because all have recently been cited by the Antitrust Division of the 
Department of Justice. 
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lower wage. But in any case the proposal is purely academic, since 
there is no conceivable political possibility of obtaining such a uniform 
wage cut imder existing institutional conditions. Actually such an at- 
tempt would probably lead to cutting those wages that had already fallen 
most, since those are the ones least protected by union pressures. Those 
wages that were relatively high would be best able to resist the cut. 

The counterproposal is that all wages be maintained high at the begin- 
ning of recession or be raised in depression to increase purchasing power. 
It is true that if monetary contraction were checked at the beginning of 
recession, continued high wage rates would probably be desirable on 
“psychological” grounds, although even then relative wage adjustments 
might be necessary. But once monetary demand has decreased and 
selling prices fallen, the maintenance of high wages means unemploy- 
ment. When revenues fall below costs, and curtailment of output sets 
in, then maintenance of high wages may well make the recession and 
unemployment more serious. With wage rates maintained high, workers 
are laid off and the total wage bill decreased, which in turn leads to a 
further contraction in monetary demand and to still more unemployment, 
and so on cumulatively. It should be clear that the monetary and fiscal 
policy adopted by the government plays a critical role in determining the 
effect of different wage policies in recession. 

The argument that wages ought to be raised in depression to .increase 
purchasing power is almost completely fallacious. At such a time, higher 
wages (costs) would mean that entrepreneurs would be even less likely 
to make new investments and expand output. At such times every effort 
must go toward encouraging new investment; and raising the most im- 
portant cost is hardly the way to accomplish this end. Failure to see 
this simple central fact vitiates many of the “purchasing power” plans 
for recovery so common in recent years. 

Miscellaneous Policies 

All actions and policies of the government have some effect on business 
conditions insofar as they affect at all tiie expectations of entrepreneurs, 
investors, or consumers. A loan to Russia may make businessmen fear 
the coming of communism; the sympathetic attitude of government 
officials toward organized labor may make employers pessimistic about 
future profits. Any action that tends to further the feeling of certainty 
and confidence in the future will promote greater investment and better 
business conditions; if uncertainty and pessimism are increased, business 
plans are revised downward. 

Numerous other particular policies have been suggested in attempting 
to mitigate business, fluctuations. Of major importance are certain 
policies connected with tariffs and exchange control in the field of inter- 
national trade and finance, but discussion of these must be postponed. 
The NRA constituted a combination of (largely self-contradictory) 
proposals for recovery. The Townsend Plan and the California “Ham 
and Eggs” Plan to achieve prosperity through large pensions to old 
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people have received widespread popularity, in spite of their very super- 
ficial economic analysis of the problems to be faced. Taxes on “idle” 
money and bank deposits have been proposed as devices for increasing 
velocity and stimulating business and employment. Everyone has a 
plan for recovery.^ But the policies mentioned in the preceding sections 
constitute the basic control methods now at hand. 

^'Long-Run'' Stabilization 

Business fluctuations center in fluctuating investment activity, which 
in turn can be traced largely to fluctuating profit expectations. Booms 
and depressions represent largely cumulative waves of expansion and 
contraction in monetary demand {MV -f M'V') , coupled with many 
sticky costs, though it is clear that business fluctuations are closely 
related to the jerky rate of technological progress. Obviously the funda- 
mental remedy would be to prevent these great fluctuations in investment 
by removing the conditions that lead to them. Though many of the 
causes lie deeper than the monetary changes, elimination of the monetary 
fluctuations is urged by many as the greatest practicable single step 
toward long-run stabilization. 

Such economists generally have argued that the government should 
undertake a policy of long-run monetary stabilization at a time of 
relatively full employment. If, beginning in such a period, the govern- 
ment (or some monetary and fiscal authority acting for it) were to take 
positive action to prevent any substantial fluctuations in total monetary 
demand, it is clear that such violent booms and depressions as have 
occurred in the past could not recur. Such monetary-fiscal stabilization 
would not prevent all business and employment fluctuations, but it would 
prevent their attaining the major magnitudes of the past, for cumulative 
monetary expansion and contraction have always played a central part 
in the upward and downward spirals. 

Such a long-run monetary stabilization policy would be aimed to 
prevent serious business fluctuations, not wait to correct thqjn once they 
have occurred. It is argued that booms and depressions are easier to 
prevent than to “cure,” and that the only hope for substantial mitigation 
lies in maintaining stability rather than in such short-run opportunistic 
measures as have characterized past attempts to “cure” depressions. 
Numerous particular “rules” or “guides” for long-run monetary stabiliza- 
tion have been pi’oposed, but all aim at the same fundamental purpose — 
elimination of the cumulative waves of monetary contraction and expan- 
sion that play a central part in booms and depressions. Perhaps simplest 
is the proposal that a certain price level (let us say an index of wholesale 
prices) be maintained constant. Changes in the price level would give 
a rough indication of changing business conditions. If recession were to 
set in, prices would soon begin to fall, which would be the signal. for 
government action to undertake expansionary action; if prices rose above 
the prescribed level, the inflation would be a signal for application of 
deflationary pressure. Proponents of such a stabilization plan argue. 
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that this would give an ^‘automatk^’ indication of when government 
action to check an impending boom or recession is needed. They suggest 
that it not only wonld remove the need for reliance on discretionary deci- 
aicms by govenuneni officials as to when monetary expansion or con- 
traction should be undertaken, but it would also act as a real safeguard 
against price inflation. In addition, by providing a stable value of 
money, such a policy would provide a much more certain basis for 
entrepreneurs’ plans. Such certainty is important in promoting business 
stability. 

The other definite long-run poKcy “rule” most often mentioned is 
stabilization of money demand itself (that is, stabilization of MV + 
ilf'F'). Some rough index of changes in total monetary demand would 
have to be obtained (perhaps total check clearings for the nation) and 
monetary and fiscal policy directed toward stabilizing this index. There 
are important differences in the plans, but the essential point of both is 
the elimination of cumulative monetary fluctuations. 

One of the most serious problems faced by such a long-run stabilization 
policy would be the question of implementation. If the government de- 
cided to hold the price level stable, how could it do so? First, closer 
control than is now available over credit creation by the banks would 
have to be obtained, since it would be necessary to regulate closely the 
total amount of money and credit. Since there is no method of close 
control over V and V', changes in velocity would have to be offset as far 
as possible by changes in M and M\ Specifically, to check undesircd 
upward movements, the government would have as a major weapon the 
possibility of imposing heavier taxes to reduce incomes and expenditures, 
thereby reducing total monetary demand and checking the inflationary 
boom. To check tendencies toward recession, it would have the power 
to issue and spend new funds or to borrow and spend as during the 1930’s. 
The problem of maintaining monetary stability would not be an easy 
one, but its prospwnents argue that it would be much easier than to “cure” 
depressions pnce they have occurred. 

Elimination of monopolistic sticky cost-prices is likewise urged by 
many writers as a long-run policy, both to mitigate business fluctuations 
and to facilitate better resource allocation. It is sometimes argued that 
if all prices and costs were completely flexible, changes in monetary 
demand would have few serious deterrent effects. However, the more 
critical need is the removal of particular price-cost maladjustments in 
particular areas where they exercise a broad restraint on employment 
and production, and without such action monetary steps to increase 
employment may be nullified. Monetary and antimonopoly actions in 
this regard are clearly complementary. Sticky costs are cyclically dan- 
gerous primarily because total monetary demand does fluctuate violently, 
and elimination of such monetary fluctuations would substantially lessen 
the danger from such cost-price maladjustments, but this in no way 
detracts from the advantages of removing such individual price malad- 
justments. 



BCONOAAIC POLICY AND BUSINESS FLUCTUATIONS 703 
^'Business Cycle'' Policy in Wartime 

Where attempts to restore “prosperity” by various iQeans succeeded 
only partially from 1930 to 1940, the enormous program of national 
defense expenditures beginning in 1941 not only succeeded in moving 
the country rapidly toward full employment but soon led to serious 
shortages of labor and capital goods in many lines in defense industries. 
Defense expenditures made depression deficits seem insignificant. Al- 
most overnight the economic problems of the nation shifted from the 
iwcessity for increasing total spending to stimulate recovery to the 
necessity for curtailing it to prevent inflation as swollen consumer in- 
comes bid for scarce goods. In its early phases, the huge defense effort 
meant a sharply increased scale of living as the unemployed were drawn 
back to work and incomes rose everywhere. There were both “guns” and 
more “butter.” But soon the fundamental dilemma of a wartime econ- 
omy appeared — we could not have both “guns and butter.” Our re- 
sources, bountiful as they were, were insufficient to fulfill defense demands 
and continue to maintain the same level of civilian consumption and 
investment. 

Wartime fiscal policy is discussed in detail in a later chapter, but its 
relation to business cycle policy may be briefly indicated, especially since 
war finance is simply the extreme case of finance under full employment. 
So long as there are unemployed resources capable of doing the work there 
is no reason why a war program cannot be carried out without reducing 
existing levels of civilian consumption. So long as there are usable 
unemployed resources, rearmament spending can have exactly the same 
effects as public works or direct relief pump-priming — that is, it can 
draw new resources Into work without reducing employment in civilian 
industries. However, once the limits of productive capacity, available 
labor, and raw materials are reached without completely satisfying both 
civilian and defense demands, the choice must be made — guns or butter? 
Placing war production first then means that no matter what financing 
method is used civilian consumption must suffer the burden of giving up 
goods and services it otherwise would have obtained. 

Actually, of course, shortages occur in many lines long before full 
employment of resources is reached. By the summer of 1941, acute 
shortages of aluminum, -steel, and other such essential materials for 
defense production had become evident. Machine tools had months 
before run short, as had many types of highly skilled labor. Thus, while 
there were still perhaps 5,000,000 people looking for jobs, it became 
necessary to impose sharp restrictions on the use of such resources for 
civilian consumption. Among the first articles to be restricted in civilian 
use were aluminum utensils, auiomobiies, a,od refrigerators, and the list 
grew rapidly, while there remained a large reserve of unemployed re- 
sources. An unskilled worker does not help much in running a complex 
machine tool; large reserves of cotton do not help much in easing the 
shortage of steel. As long as unemployed iPsoii»'ces remain available 
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there is much to be said for attempting to draw them into employment to 
satisfy nondefense needs, if they cannot be used in producing arms. But 
the fewer the remaining unused employable resources, the smaller becomes 
the possibility of concurrently expanding civilian and defense production 
and the less the case for deficit financing. Wartime infiation comes 
rapidly with deficit financing long before “full” employment is achieved, 
and failure to recognize this fact may make even strong counter-infiation 
steps too late when once the situation is recognized. 

What will happen when peace returns and we want to shift back to 
a “peace” economy? Are war expenditures a permanent or merely a 
temporary form of pump-priming? Unfortunately, war expenditures are 
likely to prove only a passing form of relief from unemployment, though 
this is not necessarily so. With war expenditures we achieve full em- 
ployment by drawing resources into war industries such as armaments, 
and into the industries producing raw materials for war industries proper. 
But with the return of peace the demand for war materials presumably 
largely vanishes, and the demand for workers in these industries vanishes 
with it. The problems of readjustment from a war to a peace economy 
have always been great, even when wars were small and unmechanized. 
Today, when entire economies are shifted to production for the vast needs 
of modern warfare, postwar readjustment will involve a complete shift of 
industrial organization and employment. When war demands vanish, a 
tremendous reallocation of resources will be required. 

With the shift back to a peace economy, if it comes, after a strong 
postwar buying wave we may expect either large-scale unemployment 
or a vast program of public works to put unemployed workers and 
ex-soldiers into peacetime occupations. The immediate postwar problem 
is likely to be inflation, as buying power comes onto the markets before 
resources can be reconverted to civilian production, followed by the 
danger of a large-scale slump once consumer “backlogs” are filled. The 
great advantage of regular public works over arms expenditures is that 
regular public works temporarily employ workers in the hope that they 
will be draAra off into private employment, while arms expenditures draw 
workers into jobs that must be held until such time as the war demand 
ends, when the jobs vanish. Full employment based on war expenditures 
carries vhe seeds of its own destruction unless the war expenditures are 
to be a permanent part of our national life. 



Part X 

THE PUBLIC ECONOMY 

PREAMBLE 

What is the proper scope for government action in economic matters? 
The influential nineteenth-century English liberals insisted that the 
function of the state should be primarily to set up and enforce certain 
“rules of the game” under which private enterprise could then be counted 
on to bring a maximum of production. Inequitable distribution of the 
goods produced was recognized as a pressing problem but one on the 
whole secondary to that of maximizing production. Another point of 
view has been vigorously advanced by the followers of Karl Marx, who 
argue that “private capitalism” must and will give way to a socialist 
state wherein all production and distribution will be controlled directlv 
by the state, for the benefit of the masses. 

The present attitude toward the “public economy,” as the sphere of 
direct government control of resource use is sometimes called, lies some- 
where between these two positions. Most Americans apparently still 
believe strongly in capitalism and the virtues of a free, private enterprise 
economy. Yet the scope of govenunent action beyond the regulatory 
duties prescribed by laissez-faire advocates has grown steadily and 
rapidly. More taxes have been collected and more services provided 
by governments. Public responsibility to care for the needy and unem- 
ployed and to mitigate business fluctuations has been increasingly recog- 
nized. And now war has swept aside traditional peacetime patterns oi 
private resource use, channeling over half the national income througn 
governmental hands into war production. • 

With half the national income flowing through the public economy, it is 
no longer possible to treat “public finance” as a minor and more-or-less 
independent branch of economics. How funds are raised by the govern- 
ment and on what goods and services they are spent are questions parallel 
in importance to the same questions applied to the private sector of the 
economy. This is the task of the present Part, to discover how the flow 
of resources and income is channeled through the public economy and 
how well this flow conforms to the various goals set up for the behavior 
of the economic system, public and private. 
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CHAPTER 46 


Introduction to tlie Public Economy 


The activities of government and private enterprise are so closely inter- 
twined at many points that it is impossible to draw a clear line between 
them. Government action of various types has thus far been considered 
in connection with the study of the private enterprise economy — in the 
control of monopolistic practices of business and labor, in wage and hour 
laws, in the provision of relief, in the agricultural program, in control of 
bank credit, in government spending to mitigate business cycles, and so 
on. Most of the activities discussed have been attempts to set up and 
enforce a framework of “rules'' within which private enterprise can be 
expected to function tolerably smoothly in producing and distributing 
goods and services desired by consumers. In such regulatory activities 
usually the use of resources by government in enforcement is relatively 
small, and decisions as to policy are made with money costs playing a 
definitely subsidiary role. The enforcement of the Sherman Act involves 
some expenditure, but the decision as to whether we should or should 
not have antimonopoly laws rests primarily on the regulatory effects of 
the laws, not on the money cost of enforcement. But there is another 
quite different type of government activities, in which we shall be pri- 
marily interested in the forthcoming chapters — activities that directly 
involve large expenditures and whose undertaking turns primarily on com- 
parison of the money cost of acting with expected direct rettuns from the 
expenditures. Whether or not the government builds a bridge in depres- 
sion depends on the cost of the project, on its expected usefulness, and 
on its potency as an employment-stimulating project. 

Every government activity, regulatory or otherwise, influences the 
allocation of resources to some extent. We may, however, set off the 
“public economy” as that sphere within which government directly in^ 
jluences the use of resources through using them itself or through directly 
redistributing money income. In contrast with this, in the “private 
economy” the allocation of resources is primarily through the action of 
private enterprise with only incidental government influence through 
regulatory activity. This division is necessarily very rough, but it may 
be sufficient to give some idea of the scope of this section on the public 
economy. To state the division in another way, government activities 
with respect to economic life for the most part fall into three classes: (1) 
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regulation of private enterprise; (2) direct production of goods ead 
services — schools, public works, etc.; and (3) redistribution of money 
income.^ In discussing the public economy we are primarily concerned 
with the latter two; the first is a part of the public economy only insofar 
as it involves direct government use of resources in making and enforcing 
the regulations. 

Government Expenditures and Revenues 
Expenditures and revenues in recent years 

The importance of government activity in the total economy cannot 
be accurately measured. Obviously it is impossible to compute the 
monetary significance of enforcement of the Pure Food Act or of the 
Wagner Act or of the Sherman Antitrust Act. Yet certain significant 
comparisons may be made. If we want to indicate roughly the relal ive 
importance of the public and private economies, one way of doing so 
is to contrast the flow of money income through government hands with 
the total national money income. In 1938, before the great expansic n of 
tvar production, the national income was around $67,000,000,000. In the 
same year the expenditures of all governments in this country (national, 
state, and local) were about $17,500,000,000, exclusive of debt retirement. 
This sum was about one quarter of the national income. Or we may 
compare government with total employment, and government wages, 
salaries, and interest payments with those for the entire economy. In 
1929, before the onset of the depression with its increase in public employ- 
ment and relief, total government employment (including public educa- 
tion) was 3,123,000, out of a total of about 44,000,000 gainfully employed. 
In the same year, wages and salaries paid out by governments were 
$5,386,000,000, out of a total national figure of about $49,000,000,000; 
and government interest payments were $1,419,000,000 out of total in- 
terest and dividend payments of about $11,000,000,000. Today, with the 
expansion of the depression years culminating in the unprecedented war 
program, enjployment by governments and income paid out by govern- 
ments in these ways are tremendously larger than a decade ago, and in 
the fiscal year 1943 around half the entire national income is expected 
to pass through the hands of the federal government alone. The public 
economy, once insignificant beside the sphere of private enterprise, now 
bids fair to swallow the entire system under the pressure of total war, 
and history provides little reason to expect a postwar decline of govern- 
ment activity even to the relatively high levels of the 1930’s. Any real- 
istic survey of modem economic life must give to the public economy a 
place of importance parallel to that of the private enterprise economy. 
With half the economy’s resources used directly by the government, 
taxes, borrowing and government expenditure policies require vastly more 
attention than ever before. 

A brief factual picture of the sources of public funds and of the ways 


* Obviously these categories are not mutually exclusive. 
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in \yhich they are spent is essential in considering the public economy. 
To this end two condensed tables ahd a chart are presented, showing 
expenditures and revenues of all governmental units — federal, state, and 
local — for 1938, the last year for which complete data on 6tate and local 
unitti are available. Although postwar conditions are unpredictable, 
prewar figures present a perhaps more “normal” picture than would 
cui r( nt war-period data, even if statisfactory current data were avail- 
ab/?. Table 46—1 shows expenditures by major items; Table 46 — 2 


TABLE 46—1 * 

J / TOERAL, State, and Locae Expenditcbes fob Fiscal Year Ending in 1938 

'(000,000’8 omitted) 



Federal 

State 

Local 

Total 

Total Expenditures 

$7,60i 

$4,358 

$6,150 

$18,199 

1. Relief, welfare and social security 

2,182 

637 

266 

3,085 

2. Net additions to social security reserves . 

489 

516 


1,005 

3. Education 

177 

818 

1,418 

2,413 

4. Highways and streets 

260 

900 

510 

1,610 

5. Agriculture and natural resources t 

1,000 

73 

3 

1,076 

6. Health and hospitals . 

36 

270 

265 

571 

7. Police and other domestic protection . . . 

44 

138 

566 

748 

8. National defense 

1,610 

12 


1,622 

9. Interest on debt 

926 

121 

592 

1,639 

10. l^ebt retirement 

65 

135 

529 

729 

11. All other 

902 

738 

2,001 

3,641 


• D. >ta from Bulletin of the Treasury Department, August, 1939. State and local expendi- 
tures In some oases are estimates, 
t Ic' dudes such items as flood control, land reclamation, and so on. 

~ TABLE 4(^2 ♦ 

I'wiERAL, State, and Local Tax Revenues for Fiscal Year Ending in 1938 

(000, omitted) 

Total Tax Revenue 

1. Income taxes (personal and corporate) 

2. Estate, inheritance and gifts 

3. Property 

4. Payroll 

5. Motor fuel and vehicle 

6. Liquor and tobacco . 

7. Sales and other excises 

8. Customs (tariff colleetions) 

9. Other tax revenue 

Tax revenues as per cent of national in- 


come 

8.9% 

5.7% 

72% 

216% 

Per capita tax revenue t 

$46.48 

$29.71 

$37.90 

$114.09 

Total Nontax Revenue (primarily bor- 
rowing) t 

1,657 

481 

1,230 

3688 


• Data from Bulletin of the Treasury Department, August, 1939. State and local reve- 
nues in some cases are estimates. 

♦♦On basis of the average ($07,923,000,000) of the estimated national income for the 
'ealeiidar years 1937 and 1988. 

t On basis of estimated population (129,818,000) as of Jan. 1, 1938. 

$ Kxchides the income or government corporations, such as public utilities. 


Federal 

State 

$6,034 

$3,857 

2,762 

562 

417 

145 


214 

743 

707 

293 

1,163 

1,136 

298 

287 

717 

359 


37 

51 


Local 

Total 

$4,920 

$14,811 

.... 

3,324 

. . 

562 

4631 

4,745 

.... 

. 1,450 

25 

1,481 

32 

1,446 

302 

1,306 

• • • • 

359 


118 
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phowa revenues, from major sourcea; an4 Figure 46 — 1 provides a visual 
summary of the sources of revenues and the ways in which they are 
q;>ent hy federal, state, and local governments, respectively. At the 
bottom of Table 46 — 2, tax revenues are shown on a per capita basis, 
and as a percentage of the national incmne. 

These expenditure and revenue figures for 1938 fail in three respects to 
portray accurately the present situation. First, the present huge war 
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Fig. <46 — 1. Government income and expenditures for the fiscal year 

ending In 1938. 


program has tremendously swollen the expenditures on “national defense/’ 
In his budget message covering fiscal 1943, the President called for 
expenditure of $52,000,000,000 for war alone, or about half of the esti- 
mated national income. There has been a slight reduction of other 
governmental expenditures at all three governmental levels, but this has 
been insignificant by comparison with war expenditures. Second, the 
federal tax burden had approximately quadrupled by the summer of 
1942, with further increases in sight. And third, the fiscal year 1938 
showed a much smaller unbalance between expenditures and tax receipts 
than the years before and since, especially for the federal government. 
Since our entrance into, the war the budget deficit has reached unprece- 
dented figures, with perhaps $50,000,000,000 of borrowing expected in 
fiscal 1943 alone, ip spite of the huge tax ipereases, reflecting increased 
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Getimateg of federal expenditures to $77,000^^ following tU Ptesi* 
dent’s budget message. 

The expenditure and revenue systems statistically summarized in these 
tables will presently be considered in detail; they are brought together 
here for a preliminary view so that various expenditures and revenues 
can be viewed in proper perspective in later discussions. Unless one has 
some idea of the relative ma^itudes of the various items, each cannot 
be properly viewed in its relation to other items and to total expenditures 
and revenues.* 

The historical trend of expenditures and revenues 

A century and a half ago the acknowledged functions of government 
were relatively few in number, sometimes hardly extending beyond the 
protection of persons and property from violence and certain sorts of 
fraud. Free schools were virtually nonexistent; much travel was over 
private toll roads or without roads at all; public health and government 
social security expenditures were rare. The years since then have seen 
both a great expansion in the activities of governmental units and a 
changing attitude toward the proper scope of governmental action. 
Today our governments spend huge sums on education, public health, 
social security, highways, relief, and so on, in addition to greatly in- 
creased sums on domestic and international protection of persons and 
property. But of course modern war has been far the biggest added 
cost item. 

The increase in total federal expenditures from 1800 to 1943 is shown 
in Table 46 — 3. In 1800, the federal government spent a total of about 

TABLE 40—3* 


IT. S. Federal Expenditures from 1800 to 1943 
(000,000 omitted) 


Year 

Expenditures 

Year 

Expenditures 

1800 

$ 11 

1900 

S 521 

1815 

33 

1913 . 

* 735 

1830 

15 

1918 

13,792 

1850 

40 

1930 

3,945 

1865 

1,298 

1936 


1880 

268 

1943 

77!oOO^ 


* Pata, except for 1943, Annual Report of the Secretary of the Treasury of the 

V, 8. for 1937, 350-353. Expenditures do not include debt retirement or post office ex- 

penditures. All data are for fiscal years. 

*♦ Estimate from the President’s budget message and supplementary messages to August 
1042, including post office expenditures but excluding debt retirement. 


2 Revenues from, and expenditures on, governmental services provided on a di- 
rect sale-to-consumers-at-cost basis (such as government owned public utilities) 
not included in the tables. Their omission makes little difference, however, in 
comparison with the total magnitudes. Although no definite figures are available^ 
probably it is a fair estimate that total governmental sales per year on this basis 
are around $500,000,000, most of which comes from the sales of a relatively few big 
utility projects, such as TVA. 
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$11,000,000, excluding debt i^tkement. The present federal budget 
estimate for fiscal 1943, excluding debt retirement, is $77,000,000,000. 
In 1800 the per capita tax burden from federal taxes was less than $2. 
On the basis of estimated federal tax receipts for fiscal 1943 of perhaps 
$23,000,000,000, the per capita figure will be about $175. The per capita 
federal expenditure for 1943, if estimates are realized, will be over $590. 
And although there are no reliable figures on state and local revenues 
and expenditures a century ago, the figures since 1880 indicate a steady 
increase there roughly parallel to the federal figures, except that in the 
last quarter century federal expenditures have increased much more 
rapidly. 

These increases in expenditures and revenues in the last century and 
a half are phenomenal. Our governments now take from us annually 
astronomical sums in the form of taxes and borrowings, and return to us 
an amazingly large range of services and a large amount of cash payments. 
Why has the dollar importance of the public economy grown so? The 
reasons are many, but those most important may be summarized briefly. 

1. First, rising prices make the present dollar collections and expendi- 
tures appear larger relative to past years than are the actual “real” 
increases. Since one dollar will now buy less than over most of the last 
century and a half, the higher dollar expenditures now do not mean 
correspondingly higher real income collected and spent by governments. 
Actually until the war price rises the value of the dollar was not recently 
so much less than in 1800, but the increase in dollar expenditures seriously 
overstates the actual increase since the period around 1880, when prices 
were very low. To make accurate comparisons of present and past, 
dollars must be deflated by a price index to convert them into dollars of 
the same purchasing power at both dates. Also, the dollar expenditures 
may overstate the actual increase in government expenditures, because 
in the past local revenues were often collected in the form of direct labor 
services (for example, the payment of local taxes by working on the 
roads) , a practice that has now practically vanished. Thus, in the past 
considerable government activities did not show up in dollar revenues 
and expenditures, while now they virtually all do. 

2. The great increases in population over the last century and a half 
have led to greatly increased expenditures. Even if per capita expendi- 
tures had remained constant, the increase in population from 5,300,000 
to the present level would have meant about a 2,500 per cent increase in 
total expenditures. 

3. Changing attitudes as to what constitutes a “decent minimum scale 
of living” and as to what services should be made available free to all 
(such as education) have greatly increased demands on governments. 
Thus there has been not only an increase in population but also an 
increase in expenditure per capita. 

4. The increasing needs of a more complex society have continually 
placed greater demands on government The growth of great cities means 
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an urban economy, which requires much greater government expenditures 
per capita than would be necessary in a rural economy. Growing de- 
mands for transportation facilities have been filled to a large extent by 
government action in providing highways and streets. The increasing 
intensity of industrial fluctuations has forced greater government ex- 
penditures on relief and public works, especially during the last few years 
with the increased faith in deficit financing. Such examples can be 
multiplied. 

5. Because of its magnitude, the expenditure on wars, past, present and 
future, has always stood out in the federal budget, and with increasing 
prominence. The figures for 1865, 1918, and 1943 in Table 46—3 are 
striking. War has become fabulously expensive. And history shows 
that in each case when we have greatly increased expenditures during 
war periods, expenditures have failed to fall back to prewar levels after 
the war. War periods have proved a stimulus to greatly increased 
expenditures, and political pressures have made it virtually impossible to 
reduce to prewar levels expenditures established during war times. 


Social Policy and the Public Economy 
The "ends" of social policy in the public economy 

In discussing the operation of the private economy, certain broad 
"ends” of social policy are frequently listed to provide a general direc- 
tional background for consideration of public policy in economic affairs. 
Such "ends” are of course not recognized or weighted equally by everyone, 
but to the extent that they are acceptable in evaluating the functioning 
of the private economy they ought to be applicable to the public economy. 
Direct government control over the use of resources and government regu- 
lation of the private use of resources presumably are both directed to 
the same ends. It is useful therefore to set out again the social "ends” 
that were listed in discussing the private economy and to consider very 
briefly their usefulness as bases for discussion of the functioning of the 
public economy. To approach these goals contributions from both the 
private and public economies are required; it is the relative contributions 
of each that must be determined. 

1. Allocation of resources in accordance with consumer preferences. 

Even a purely competitive private enterprise economy would fail to 
provide resource allocation completely in accord with consumer prefer- 
ences, and such responsiveness as exists is in accordance with monetary 
demand; some consumers have more "votes” than others. Aside from 
the question of equity in income distribution and the existence of wide- 
spread monopoly, the private enterprise system falls down in a number of 
respects as an effective mechanism for responding to consumer preferences. 
Two of these flaws are especially likely to give rise to direct government 
production: (1) Most important is the failure of a "profit” system to 
produce such "public” goods and services as battleships, highways, public, 
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aMkitatkm, and so on; indiYidual demands for such products cumot be 
effectively expressed through the price system. (2) wWe social costs aind 
social gains are not accurately reflected in money costs and money prices 
under private enterprise (as with the social cost of the smoke pall in a 
factory district) , it may be that part or all of the production should be 
transferred to the public econtany to obtain the desired allocation of 
resources. In all cases, the gov^ment should take steps to facilitate 
informed consumer choice-making, an essential part of effective con- 
sumers’ sovereignty. 

Yet in its endeavors to assist in the attainment of consumers’ sover- 
eignty, the government is continuously faced by the absence of consumers’ 
monetary demand as the criterion. Unless it sells its “product,” it must 
rely largely on our regular democratic political channels to obtain infor- 
mation as to what and how much of various goods and services consumers 
want produced through the public economy, and such information is 
usually vague and unsatisfactory. The problems which therefore arise 
will be considered expressly in a later section. 

2. Freedom in the choice of a job or business. Attainment of this 
end must rest largely on government regulation of the private economy — 
cn the establishment and maintenance of “rules of the game” that assure 
to individuals this democratic prerogative. The public economy itself 
provides only a minor opportunity for action in this direction under ordi- 
nary circumstances, unless public employment exchanges and training 
centers are considered primarily part of the public economy. 

3. Equity in the distribution of incomes. Equity in the distribution 
of income means quite different things to different people. Insofar as it 
means establishing a higher “minimum” plane of living for the millions 
who are now very poor or redistributing income so as to reduce existing 
inequalities, the government can go far toward achieving this end 
through the public economy. Indeed, it is argued by many that only 
through the public economy can substantial changes in this direction be 
attained. The obvious method of approach is through heavy taxes on the 
high inconte groups with the funds transferred directly or indirectly 
(through free or subsidized services) to the low income groups, but 
numerous other devices are available. Any governmental activity in the 
public economy affects the distribution of income. The question is not 
whether there shall be an effect, but rather what it shall be. 

4. Progress in raising planes of living. This aim relates to the 
general plane of living, as distinct from the relative positions of various 
gx'oups considered in the previous point. The progress made by the 
government in raising planes of living depends, as in the private economy, 
on the availability of productive resources and the efficiency with which 
these resources are used. Where government production is less costly 
than production by private enterprise, government production is called 
for by this criterion. Questions that might be asked in regard to the 
public economy in this connection are; Does government activity encour- 
age improvements in technology (for example, by agricultural research) 7 
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How effeetively are such icapmveBaeats made available to the puWie? 
How well are resources used in the public economy? One might also ask: 
How well has waste, in the form of involuntarily idle resources, been 
eliminated? Do we have men and machines idle whai people want and 
need jobs? The problem of maximizing planes of living is in considerable 
part tied up with the problem of business cycles. 

5. Stability and security. Emphasis on stability and security in 
economic life has increased greatly in recent years. In part this involves 
long-period more or less “normal” needs, such as old-age insurance. But 
in large part it is bound up with the problem of mitigating general business 
fluctuations and maintaining a reasonably high level of employment and 
income. Government activity in mitigating business fluctuations has 
already been considered, but it will have to be reconsidered and ampli-* 
fled somewhat when viewed in the general setting of government action 
through the public economy. 

The desire for stability and security is important in another connection 
as well. This is the desire to be free from tlie uncertainty of erratic and 
arbitrary shifts of government policy. Some degree of predictability of 
government action is clearly desired by most groups, even within a setting 
of widespread change and social reform. A government that frequently 
and unpredictably changes its rules for the private economy, its monetary 
and fiscal policies, its own production program, is likely to create unneces- 
sary uncertainties and instabilities. And arbitrary enforcement of exist- 
ing rules and policies is equally contrary to the general desire fox greater 
stability and certainty. 

Special characteristics of the public economy 

Certain special characteristics of the public, as contrasted with the 
private, economy go far toward determining the “prc^r” and practicable 
sphere for direct government action in approaching any or all of the 
five social “ends” listed above. These special characteristics are fairly 
obvious, but it is important to recognize them as fundamental determi- 
nants of the scope of the public economy. • 

First, the state has tlie power of compulsion, which is necessary for 
regulatory action, for effective redistribution of income (by taking from 
some and using the funds to aid others), for restricting production and 
consumption of particular commodities, and so on. 

Second, the state, by virtue of being made up of all its citizens, is in a 
position to undertake provision of many goods and services that are 
generally desired but not marketable under a price system in the private 
economy. We all want police protection, an adequate army and navy, 
sanitation, and so on, even though the services could not be sold to indi- 
viduals on a per unit basis or the benefits even roughly measured so that 
taxes could be levied on a cost-of-service-provided basis. 

Third, owing to its long life and great resources, the state is able to 
undertake long-run, expensive projects, which, though desirable, would not 
be feasible for private enterprise, for Mcample, the conservation of forests 
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in our national parks. When the state allocates resources for preserving 
forests, mineral deposits, or farms (for example, passes conservation laws 
for oil or soil) under conditions in which it would not be profitable for 
private enterprise to do so, it is in effect either subsidizing or regulating 
present production to counteract the difference between current private 
costs and long-range social costs including replacement of used resources. 

Fourth, the state, being free from the “profit motive” and having the 
power of compulsion, is able to make its revenues fit its expenditures 
(within limits) rather than the reverse. This characteristic is especially 
important in permitting attempts to promote economic stability, either 
by unbalancing budgets as a short-run policy to mitigate booms and 
depressions, or by adopting a long-run monetary policy such as price 
stabilization and maintaining the stable policy in spite of continued 
excesses of expenditures over regular receipts. 

These and other considerations indicate that the scope of the public 
economy must be large. A tradition of trying free enterprise first and 
introducing government only where and when free enterprise seems to fall 
short, has exerted a continuous and powerful check to the expanding scope 
of government action. But the contributions of government have come to 
be regarded as more and more necessary, even aside from such emergencies 
as war. In the modem world, the public economy bulks increasingly 
large. And with the onslaught of the present war, it bids fair to swallow 
up the bulk of the private enterprise economic system to which we have 
long been accustomed. 

Consumers' sovereignty and citizens' sovereignty 

Allocation of scarce resources among alternative purposes is the basic 
economic problem. But this problem must be faced somewhat differently 
in the private and public economies. 

As has been emphasized many times, the allocation of resources through 
the private economy is primarily in response to consumers’ money de- 
mands for goods and services. Resources are allocated more or less 
automatically through the price system as individuals (both entrepreneurs 
and owners of productive agents) strive to maximize incomes. To the 
extent that consumers are “sovereign,” resources will be so employed that 
no one of them could obtain a greater dollar reward from consumers if 
it were to be shifted to performing any other service. Individual con- 
sumers’ wishes will be fulfilled in proportion to the number of dollars that 
they have to offer for desired goods and services. Actually, as is easily 
apparent, there are many interferences with such an adjustment. 

There are some types of government activity in which the entrance of 
government as a producer of goods and services does not influence these 
statements about the allocation of resources. For example, if an enter- 
prise is publicly owned and operated so that marginal unit cost equals 
marginal unit revenue, it will compete with private enterprise for resources 
and will obtain more resources as long as it can afford to pay more for 
them than private entrepreneurs can. As soon as the enterprise is unable 
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to pay prevailing prices for productive services, it must lose resources to 
higher bidders. 

But cases where government services are sold to consumers on a price 
basis are the exceptions; in the vast majority of cases there is no direct 
purchase by which consumers express their preferences and direct the 
allocation of resources to or away from the government undertaking. 
Where the dollar votes of consumers are absent as guides, the allocation 
of resources in the public economy of a democratic country is, ideally, 
carried out primarily through a process of political voting. If our 
governments are truly democratic, we as citizens express our preferences 
for battleships, roads, zoos, education, and so on, through voting for our 
representatives; and they in turn vote funds to procure resources to pro- 
duce the goods and services that we have indicated to them as important 
to us. Thus there ideally is a sort of “citizens’ sovereignty,” approached 
through our representative political system in the public economy^ which/ 
in some ways resembles the “consumers’ sovereignty^^ approached in 
response to consumers’ demands in the private economy. There are, 
however, significant differences in the two cases. Two especially deserve 
attention. 

First, in the private economy the voting for resource allocation is on a 
one-dollar-one-vote basis; in the public economy in a democratic coimtry 
it is on a one-person-one-vote basis. In the private economy, the more 
dollars that are offered for any good, the more will be the profit in making 
it and the more resources will be devoted to producing the good. Since 
the rich man has many more dollars to spend than, most of us, he 
has correspondingly more votes (greater power) over the allocation of 
resources. It is largely for this reason that yachts and caviar are pro- 
duced while millions go ill-fed and clothed. On the other hand, in the 
public economy a democratic system attempts to provide that every 
citizen shall have equal vote (power) in determining government policies. 
Here, theoretically at least, the poor man has equal power with the rich 
in determining whether we should have more or fewer battleships, free 
schools, public works, AAA, and so on. Of course, in a ndhdemocratic 
political system this approach to citizens’, sovereignty is much less close, 
and indeed there are serious impediments to its achievement even in our 
own political system. 

Second, in the public economy there is no such comparative weighing 
of specific benefits and sacrifices by consumers as exists in the private 
economy. The greatest weakness of the transmission of votes in the 
political system as compared with that in the private economy is the 
absence of adequate means for weighing alternatives on the part of the 
various voters and for expressing their various sets of preferences specifi- 
cally through the ballot. In private life Mr. X is likely to consider fairly 
carefully whether he prefers to spend $10 on football tickets, an* electric 
razor, or a new pair of shoes. In choosing one he weighs it against the 
other alternatives given up. But Mr. X as he votes to elect his repre- 
sentative, votes on a whole group of issues, and has no opportunity to 
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dkttinguish thd things ol whith be ai^ifoves and those of which 

he disapproves — ^he votes for one complex combination against anothet# 
Even in votes on ^enditures, for example^ the expenditure of the 

local government on education, he has difficulty in Weighing this public 
expenditure against unknown possible altematives. Moreover, the voter 
is rarely in a position to compare a particular eicpenditure With its costs 
in the form in which taxes will be levied to finance it^ Even when costs 
and benefits are related, they cafinot easily be put oti an individual 
basis for decisions by individual voters. John Btown votes Tom Smith’s 
money for school lunches or a new civic swimming pooh These consider* 
ations should warn against carrying too far the analogy between “citiiJens^ 
sovereignty” and “consumers’ sovereignty,” Cveh though its importance as 
an indicator of democratic transmission of citizens’ wishes with regard to 
public use of funds bears some emphasis. The emphasis milst be On group 
father than on individual Wishes^ and thefe is no Common measuring rod 
by which alternative uses of resources may be compared and some maxi- 
mum or ideal adjustment defined. The extent to Which government action 
is consistent with the criterion of consumers’ sovereignty cah be quite 
precisely evaluated insofar as government takes part in the allocation of 
fesources> in response to consumer dollar votes. Insofar as government 
directs resource use in response to citizens’ political vCtes, the measures of 
success are much more ambiglioUs and must be applied largely by the 
poltical scientist rather than by the economist. 



CHAPTER 47 


Public Expenditures 


The most direct approach to the functioning of the public economy is 
through examining the expenditures «,nd revenues of governments. But 
neither expenditures nor revenues can be viewed separately if one is to 
obtain a balanced picture of the manner in which the public economy 
operates. We can say something about the economic effects of a high 
income tax, but unless we know whether the funds obtained are paid back 
to the rich through interest on bonds or to the poor as relief the analysis 
must be seriously incomplete. The same problem arises in every other 
case. However, it is necessary to begin somewhere — ^to study factors one 
at a time before they can be fitted together in the whole complex picture. 
Therefore, an analysis of public expenditures is undertaken first, and the 
means used to finance these expenditures are considered later. 

The primary reason for considering expenditures first is that expendi- 
ture decisions commonly come first in the public economy. Generally 
our governments decide what expenditures “should” or “must” be made — 
then they take steps to raise the needed revenue, by taxation, borrowing, 
or other means. The problems of raising revenue, though of some impor- 
tance in determining the scope of expenditures to be made, are often 
secondary. Examples are plentiful on all levels of government. Today 
we decide first that we must have fighting forces and war materials 
sufiicient to defeat the Axis — ^then we consider ways to finance these 
expenditures. Local governments commonly estimate expenditures for 
the coming year, and then levy taxes sufficient to raise the sum needed. 
On the other hand, even such a basic institution as the school system 
suffers from reduced appropriations when hard times make funds difficult 
to raise. 

The present chapter and the following two on taxation proceed for the 
most part on the assumption of relatively full employment, deferring 
temporarily, in the interest of clarity, consideration of the problems arising 
in connection with general business fluctuations and “underemployment.*' 
The interrelations of governmental fiscal policies and the level of empk^- 
ment and income are then discussed in Chapter 50, “Fiscal Policy .and the 
National Income.” Adherence to this separation is not always practi- 
cable, but it is convenient to approach governmental policies in the Public 
Economy in this fashion. It is therefore important to bear in mind the 
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assumption of relatively full employment throughout these three chapters 
except where otherwise specified. 

This assumption of relatively full employment of resources is of special 
significance for consideration of government spending in the public econ- 
omy, since it means that the government can use resources only by 
transferring them away from someone else. With full employment, if the 
government wants to build a new building or highway, it must draw 
resources away from private users who might otherwise have built new 
houses, tennis courts, or whatnot. Commonly this transfer of resources 
from private to public uses is accomplished by taxing funds away from 
private individuals and businesses (which reduces their spending power) 
and then spending the tax receipts in the market to bid away the resources 
needed for public use. Sometimes funds are obtained from the public by 
borrowing; in a few cases the government simply issues new money. But 
no matter what financing method is used, under the assumption of full 
employment increased use of resomces by the government necessarily 
means a transfer of resources away from private users. In the stress of 
war, sometimes the financial overlay of this transfer is sloughed off and 
the government directly requisitions materials, plants and manpower; but 
for the most part the use of resources in the public as in the private 
economy is guided by money flows. 

The Scope of Government Expenditures 

The principle of maximizing "social welfare" 

On the assumption of relatively full employment how large ought public 
expenditures to be? Over what fields should they extend? The answers 
to these questions depend on a multitude of factors, and the weight to be 
given each depends on the ends it is hoped that the expenditures will 
achieve. Fundamentally, the optimum range of public expenditure de- 
pends on the real income taxpayers and other citizens are willing to 
give up in order to make possible the desired public expenditures. Only 
through a comparison of the real income given up by taxpayers or others 
with the real income gained by those benefiting from the ensuing expendi- 
ture can the optimum range of public expenditures be determined. This 
fundamental principle follows from the fact that under full employment 
government expenditures necessarily involve a shift of resources out of the 
hands of private users into public use. 

On the basis of this fact, economists have generally agreed how the 
range of government expenditures ought in principle to be determined: 
Government expenditures should be increased up to the point where the 
marginal loss of satisfaction to those providing the revenue is just equal 
to the marginal gain in satisfaction derived by those benefiting from the 
expenditures. As long as the marginal gain in satisfaction to those 
benefited is greater than the marginal loss suffered by the revenue- 
providers (or others affected adversely), clearly there is a net social 
gain in increasing government expenditures. As soon as this point of 
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equality of marginal gain and loss is reached, clearly there is a net 
social disadvantage in carrying government expenditure farther. Since 
“satisfaction” presumably includes all satisfactions, this is merely a 
statement that “social welfare,” or the “total satisfactions of society,” 
would thus be maximized. Put in other words, every resource would be 
used where it contributes most to “social welfare.” 

If society were a single unity, and government the all-comprehending 
brain of the unity , application of this maximizing principle would be very 
simple, since the government could then easily weigh satisfactions lost 
against those gained by undertaking various expenditure projects and 
could regulate its policies accordingly. This would be similar to the way 
in which a highly “rational” individual acts in allocating his own limited 
resources so as to maximize the satisfactions that can be obtained from 
their use. But in fact society is far from being such a unity and govern- 
ment is far from being an all-comprehending brain. Practical application 
of this principle would involve comparison of the marginal satisfactions of 
millions of different people affected by each contemplated policy, even if it 
is assumed that the government knew everyone who would be affected by 
the policy in question. Although some economists are fond of attempt- 
ing intricate methods of applying this principle (a sample of which will 
be noted in the following chapter), it should be clear that any such 
interpersonal comparison of satisfactions given up by some against 
satisfactions gained by others must at best be a very rough one in 
practical applications. None the less, such a comparison remains the 
basic principle upon which the range of public expenditures — and there- 
fore of the entire public economy — must logically depend. 

The principle determining the distribution of government expenditures, 
as well as their total volume, is contained in the general principle of 
maximizing “social welfare” by a comparison of satisfactions lost and 
gained through public expenditures. In considering every potential gov- 
ernment expenditure, the same question can be asked : Will the gain from 
use of resources in this manner be greater than the loss in drawing them 
away from the uses to which they would otherwise be put in'the private 
economy? At any given time, presumably there is some order in which 
all possible government projects could be arranged according to the satis- 
faction derived from spending another dollar on each. The order in which 
dollars ought to be spent depends on this rank of potential satisfactions. 
Resources should be so distributed among all public uses that the marginal 
return of satisfaction from all of them is the same. This is simply a part 
of the general principle that, if the “total satisfactions of society” are to 
be maximized, resources should be distributed among all uses, public and 
private, so that no one unit could contribute more in any other use — ^but 
the very hazy meaning of such concepts as “social welfare” and “total 
satisfactions of society” for practical uses hardly needs be labored. 

A further point on the level of abstract general principle bears emphasis. 
The extent to which public expenditure should be carried depends par- 
tially on the manner in which the burden of providing the resources 
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(revenues) is distributed. In everyday terms, how many dollars tlie 
government ought to spend depends partially on what sort of taxes are 
used to raise the revenue. If we assume that in at least a majority of 
cases the satisfaction lost by giving up a dollar is greater for low than 
for high income groups, then the more of the dollars which are spent that 
are obtained from the higher income groups the farther it will 1^ proper 
to carry government expenditures, other things being equal. Conversely, 
the more heavily taxes bear on the lower income groups the sooner will 
the point be reached where the loss of satisfaction exceeds the gain from 
government spending. 

Unfortunately, the government cannot simply balance at the margin 
eacn citizen’s desire for highways against his desire for food in the way 
an individual can balance his desire for shelter against his desire for food, 
though it ought roughly to attempt such a comparison for the populace 
as a whole. But even if the government could carry out a fairly satis* 
factory marginal comparison of satisfactions, further difficulties would, 
arise from the fact of compulsion in government revenue-raising. First, 
there are necessarily costs of administration— not merely the costs of the 
government in collecting and spending funds but also the costs and trouble 
of the public in complying with the governmental compulsion. Such costs 
constitute an offset against any net gain in satisfactions that might other- 
wise have arisen. Second, any increase In taxes may well lead taxpayers 
to act differently than they would otherwise have preferred to act. For 
example, a heavier tax on my income in Maryland might well cause me 
to move to another state that I should otherwise like less, thus causing 
me an indirect “damage” comparable to the direct damage that giving up 
more of my income might cause. Such indirect damage, often very 
important in the case of heavy new taxes, must also be considered as a 
net offset against any gain that might otherwise have resulted from 
additional government spending. 

Money and real transfers In the public economy 

Some government expenditures involve simply transfers of money in- 
come-others involve the actual use of productive resources in the public 
economy. An example of the first type is the use of tax funds to pay 
old-age benefits or interest on government bonds. In such cases the 
government only transfers funds from taxpayers to old people or bond- 
holders. Although this money transfer may change the distribution of 
private command over resources in the private economy, it does not 
involve the use of any resources in the public economy. In the second 
type, by contrast, if the government uses the tax funds to build a highway 
or hire clerics or operate schools, resources are .directly drawn from private 
into public use. Of course the services provided by the highways, clerks, 
or schools are used directly or indirectly by citizens, but the control over 
the resources is in the government. 

Some writers emphasize strongly the distinction between these cases, 
arguing that the economy can stand a much larger volume of money 
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transfer expenditures than of real tramferH of reBOorcei into the publio 
economy. It is very easy, however, to overen^basiie this distinctjod. 
If the same taxes are used in both cases to raise the funds, there is no 
difference in the persons giving up monetary control over resource. And 
unless it is assumed that funds spent directly by the government are 
completely wasted, the resources used in the government’s expenditure 
(lei us say, steel, concrete, and labor for boildmg a highway) are actually 
distributed to the people who use the highway and to others who may 
benefit indirectly from it. On the other hand, if the government merely 
uses the funds to pay out as interest to bondholders, the bondholders have 
funds to obtain control over resources. Then the steel, concrete, and men 
may be used instead in building a factory, or the bondholders may use 
the funds to buy automobiles. The difference between this tjrpe of 
spending and direct govemnoent spending lies primarily in the different 
distribution of resources that follows. Only if the bondholders hold the 
funds idle or return them to the government in taxes or investments is 
the result fundamentally different, since in those cases the bondholders 
do not exercise their purchasing power and there is no one to bid for 
resources with the funds given up by taxpayers. In ail other cases, the 
difference lies only in how the resources are redistributed*— if the gov- 
ernment spends directly it centre /s the redistribution of the resources 
directly; if it simply pays out money income without hiring productive 
services, the recipient of the income controls the redistribution of resources 
through his expenditures. 

The real significance of the distinction between the two cases appears 
to lie more in the efficiency with which government can direct the r^istri- 
bution of resources in accordance with such social criteria as may be set 
up. When the government directly spends the funds, it can be sure that 
resources are allocated to those projects that seem to it most important— 
to highways, to free schools, to subsidiaed low-cost housing, to beautiful 
parks, to police protection. If redistribution of income in favor of the 
lower income groups is an important desideratum, this can be accom- 
plished directly by providing free or subsidiaed services for the poor. By 
contrast, if the government merely makes money transfers from taxpayers 
to members of the low income groups, there is considerable doubt as to 
how the distribution of resources will actually be affected. One might 
suppose that funds so transferred would then be spent on what the poor 
“need” worst, be it food, schooling, clothing or whatnot, but as is well 
known actually even very poor people may prefer to spend part on 
cigarets, cheap jewelry, or entertainment. Which course one prefers in 
shifting resources toward the lower income groups depends largely on his 
social views— some people feel that it is important to let poor people have 
freedom to spend as they please; others feel that it is the responsibility of 
society (of the government) to see that such persons are given the things 
that they most “need” if they are to be directly helped by the government. 
In any case, it is clear that the government must directly provide mafty 
of the services “needed” by both poor and rich — an army, navy^ nwdfc 
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police, and the like, since these services cannot satisfactorily be provided 
through the price system. 

As indicated above, one important characteristic of much of the govern- 
ment spending that constitutes merely a transfer of money income is that 
it is relatively fixed by contractual agreements, especially interest and 
principal on public debt. This portion of government expenditures 
largely goes to the upper income groups, and hence provides no possibility 
of effective redistribution of income to help shift resources to the lower 
income groups. To the extent that debt payments are financed by highly 
progressive taxation, it may be argued with considerable justification that 
the transfer merely shifts funds from one pocket to another of the same 
group of people and has little real effect on the distribution of resources 
or the level of economic activity. To the extent that payments are 
financed by taxes that fall on lower income groups, or on business 
enterprise or investment, income inequalities may be exaggerated and a 
repressive effect be exercised on business activity. 

The government os transfer agent and as entrepreneur 

To the extent that resources are directly used in the public economy, 
alternative courses are open to the government. Either it may simply 
buy products and services from producers and transfer these finished 
“products” to the recipients of government services, or it may act as 
entrepreneur and organize production itself and then distribute the 
finished products or services. 

For example, in obtaining a new highway, the government may simply 
let a contract to a private builder, or it may hire workers, buy materials, 
rent equipment and build the highway itself. 

If the principal aim is efficient use of productive resources, the govern- 
ment ought to act as entrepreneur whenever it can thereby get the desired 
result more cheaply than would be possible by letting out the contract to 
private producers. For any given project, the money costs of carrying 
out the project provide a generally satisfactory guide as to which is the 
more efficient way. Although more fundamentally the problem might be 
viewed in “real” terms, in most cases money costs are the best available 
working basis for a decision on the grounds of efficiency in the use of 
resources. As indicated when “public utilities” were discussed, industries 
operating in the range of decreasing costs are commonly those in which 
government operation or control is approved by economists. However, 
this reasoning stems largely from the need for preventing monopolistic 
exploitation of such seller positions — ^the question of efficiency of operation 
under public versus private enterprise is a separate matter and one that 
cannot be decided simply on principle. It is a question of fact to be 
determined in each individual case. 

In fact numerous other considerations enter prominently into the picture 
in determining whether governments should act as entrepreneurs in the 
public economy. Most important are nrobably the general political- 
social-economic mores in favor of maintaining a relatively large area for 
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private enterprise, at least in peacetime. In the past the majority of 
people in the United States clearly preferred to have the government 
“stay out of business” except in a few special cases such as the public 
utilities. A widespread distrust of government ownership and operation 
of enterprises as inefficient and muddling has been evident, though the 
evidence on which to base such decisions is very limited in view of the 
special circumstances under which government operations have usually 
been carried on. If people feel that private enterprise is a desirable end 
in itself as compared with government enterprise, then the test of how far 
government operation of enterprise ought to go can no longer be based 
solely on considerations of economic efiiciency in the usual sense of the 
term. 

Whether the government purchases the goods and services it distributes 
or acts as entrepreneur in producing them need make no difference in the 
policies it follows in distributing the finished goods and services. Suppose 
the service is the post office system, which is a case of government entre- 
preneurship. The postal system may be operated to make a profit, to 
break even, or to suffer any loss up to 100 per cent (that is, free service 
to all) . If the government paid private enterprises to carry on the work 
of the present postal system, it would still be necessary to choose among 
exactly the same alternatives. The government could instruct the private 
enterprises to charge such rates as to make a profit and then seize the profits 
by means of special taxes or charges; it could establish rates that would 
just cover the costs paid to the private firms; or it could subsidize the 
private firms and instruct them to charge rates lower than the cost of the 
services rendered. The same general circumstances obtain in other cases 
in which the government is not at present acting as entrepreneur. 

The Distribution of Government Expenditures 

The tables and chart in the preceding chapter indicate in detail the 
distribution of government expenditures by types of expenditures and by 
levels of government. If, in accordance with the assumption of relatively 
full employment,, relief payments and a large portion of agricultural pay- 
ments are eliminated, the remaining expenditures fall largely into two 
groups — for war and for more or less “regular” governmental services. 
Government expenditures may be discussed under these loose headings, 
deferring “depression” spending to the later chapter, “Fiscal Policy and the 
National Income.” 

“Regular" expenditures 

In “regular” expenditures, the major items are education, highways and 
streets, police and other domestic protection (including the courts) , public 
health and hospitals, social security, and the preservation of natural re- 
sources. These are the government-provided services which most people 
pretty much take for granted without ever stopping to think of their basic 
importance in everyday life. How widespread and critical such services 
are could be fully realized only if we were forced temporarily to do 
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wi^oufc them. Suppose, for example, all roads, bHdges, and waterways 
built and maintained with public funds were suddenly closed; that all 
public buildings were boarded up; that all effort* at law enforcement were 
completely suspended, throwing every person on his own for protection 
of self and property; that fire and sanitary protection were eliminated; 
that all public schools were closed; that all publicly kipported hospitals 
were closed and all public health measures suspended; that all legislative 
bodies were abolished; that our foreign embassies and consulates were 
closed and all diplomatic relations broken off; that all provisions for the 
welfare and security of workers and of the aged and infirm were abolished. 
So great would be the disruption of normal life, so complete would be the 
confusion, that consideration of its magnitude may indicate how vital 
these routine regular services are to modem living. 

A small-scale sample of such curtailment of government services oc- 
curred in the depth of the depression in 1933 and 1934. Lack of revenue 
forced state and especially local governments into drastic retrenchment 
programs. Schools were closed in many localities; police and fire protec- 
tion were sharply curtailed; city buildings were allowed to go unrepaired 
and sometimes closed ; streets were not cleaned and were permitted to fall 
into worse and worse disrepair. One city went so far as to empty its jail. 
In almost all cases city employees either received severe wage reductions 
or simply worked without pay, hoping to collect their back pay in the 
future. Thousands of employees were laid off. All these contractions 
occurred in spite of the fact that these governments continued to collect 
and spend huge sums. Complete cessation of government services would 
have been infinitely more disruptive. 

Table 46~1 of the preceding chapter indicates clearly that, except for 
social security and the preservation of natural resources, state and local 
pvernments provide most of these regular services. This arrangement 
is the outgrowth of earlier days when virtually all governmental expendi- 
tures save those on national defense were carried on by the state and local 
governments. More recently, although the scope of federal activities has 
widened, many people have argued that the traditional. division of func- 
tions is still the most logical arrangement because of the nature of the 
services rendered. It seems clear, for example, that a city is the logical 
government unit to finance a garbage disposal system. On the other 
haiMl, many persons argue that some of these local expenditures — edu- 
cation, for example — could be better financed and administered by state 
or federal governments. Even though a local government may be best 
fitted to administer (spend) funds for particular local services, it may 
be better to have the funds collected by superior governments if such 
ocdlection is more eflBcient or if the burden of financing the services can 
toereby be more equitably allocated. The arguments favoring more 
centralised control over functions generally considered local or state-wide 
in character often are closely related to a desire to set and maintain 
certain minimum standards in the vsuious expenditure fields— -education 
and public health, fw example. Actually, the present system of grants 
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from federal to state and local governments, and from state to local 
governments, goes farther toward this end than is often recognized* This 
important question of federal'-state-local governmental financial inter- 
relations is considered at greater length following consideration of various 
methods of obtaining the public revenues to be spent. On balance there 
seems to be a strong case for greater centralization in both revenue 
collections and expenditures if the aim is primarily to attain a govern- 
mental fiscal program that is efficient in maintaining minimum standards, 
equitable, and conducive to a high and relatively stable level of employ- 
ment and national income. 

Although there has been a steady growth in expenditures by state and 
local governments on almost all regular functions, the relative percentages 
spent on the various functions have been surprisingly stable over the last 
quarter century. In both state and local govermnents, expenditures on 
'‘general government” and on jproteetaon to person and property have 
declined somewhat in relative importance. Expenditures on education 
have grown substantially in local governments relative to other spending, 
while in state governments their relative position has remained essentially 
unchanged. In highways and roads the situation is essentially reversed. 
Local expenditures show a considerable relative decrease, but this is more 
than offset by the substantial relative increase in state expenditures. 
Federal grants bulk large ‘in increasing total expenditures on both edu- 
cation and roads, especially in recent years. Expenditures on charity, 
hospitals, and corrective activities have increased in relative importance 
on both levels, but especially in state governments where they show far 
the largest relative increase of any item. To a considerable ejdent, how- 
ever, this has been due to increased relief expenditures during the recent 
depression and is therefore more properly considered in “depression” 
rather than in “regular” expenditures. Aside from these major items 
there has been comparatively little relative change in the importance of 
other expenditures. The federal government, aside from its small direct 
expenditures and substantial state-local grants to support these functions, 
enters the “regular services” picture primarily through its co-rfisponsibility 
with the states for the greatly expanded social security program. 

War expenditures 

Except for the upsurge of the IQSO’s, every great wave of increased 
public expenditures has come because of war. And following these vast 
increases expenditures have never fallen back to prewar levels. Today, 
the United States, like most of the other major natione of lUie world, 
is involve^ in the most devastating war the world has ever known. Over 
half the resources of several major belligerents are already being devoted 
to war — ^what the rest of the war years will bring is unforeseeable, 
Aloney costs have already risen to astronomical figures. 

This war, like no other before it, is a war of entire econonfies. Until 
tlie present century wars were fought largely by small armies, often of 
professional soldiers. Civilian life, except in t^ actual militaiy aonesi 
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was seldom drastically disrupted. Comparatively little of business and 
industry had to be converted to the production of war materials, and 
where this was necessary it was largely on a ‘‘business-as-usual" basis, 
at the option of the producer. World War I, with its devastation of vast 
areas of Europe and its millions of armed men, provided a preview of 
the penetration of total war into the normal peacetime pattern of economic 
life. In Europe large portions of the belligerents’ productive capacities 
were devoted to war production; even in this country a large-scale 
diversion to war output had been accomplished by 1918, especially in 
heavy industry. Agriculture provided huge amounts of foodstuffs, but 
this involved little fundamental change for the farmer. 

That the present war is incredibly more “total” and disruptive than 
the last has already been amply demonstrated. Total war is tremen- 
dously expensive, in terms of both resources and money. The process of 
making a big gun or military plane goes back many stages through the 
economic system. There must be skilled workers and highly specialized 
machinery to make the instruments of war, and many other equally skilled 
workmen and specialized machinery to make the machines to make the 
war goods. Vast amounts of materials — steel, rubber, chemicals, silk, 
copper, and the like — are consumed in carrying on a single hour of 
modern war. All economic life must be organized to fight the war; even 
that part left to civilian production must be regimented because of the 
scarcities forced upon it. 

Naturally the finished products — ^the implements of modern war— are 
very expensive in money terms. A few concrete examples are likely to 
be more meaningful than total expenditure figures. Seventy-five mm. 
field guns cost upward from $7,500, while big railway guns cost upward 
from $200,000. The latter have to be returned to the factory for reboring 
after firing at most one or two hundred shells. Shells for artillery cost 
anywhere from a few dollars up to $5,000 or $6,000 for one of the largest 
shells or bombs. A battery of 40 rapid firing antiaircraft guns of various 
sizes may shoot nearly a million dollars worth of ammunition in twenty 
minutes if dperated at top speed. Small pursuit planes cost from $30,000 
up; heavy bombers from $100,000. Beyond the actual fighting imple- 
ments, soldiers must be clothed and fed, both in training and in battle. 
War machines must be maintained. The sums expended on supply for 
an army of several million men are so vast as to be almost meaningless 
to the average person. 

Following the last war we were flooded with estimates of the cost 
of the war. These ranged all the way from $186,000,000,000 to $492,- 
000,000,000 for all nations involved. These estimates involved valuing 
each human life lost (often at around $7,000), each battleship sunk or 
damaged, and so on. We were told that war expenditures by the United 
States were $22,000,000 a day for the two years during which we were 
involved. 

The essential meaninglessness of such figures should be obvious. Under 
such circumstances, costs can oifly be meastmed in real terms. When half 
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our productive resources have to be taken away from civilian output 
and devoted to war, how are we to measure in dollars the hunger of those 
who do not get enough food, the want of those without adequate housing, 
the dissatisfaction of those who must go without silk stockings, the 
trouble of those who must walk to work when they have no automobile 
tires, the pain of families disrupted by sons and fathers sent away to 
fight? How can a human life lost, or a case of shell shock, or a historic 
landmark destroyed, be valued? What do dollars tell of the cost of 
giving up all new radios and automobiles and refrigerators that we may 
have guns and tanks? The costs of war are real — ^the resources given 
up from civilian use in order to produce war goods, the resources forever 
destroyed in the devastation of war. Never does the fundamental prob- 
lem of allocating scarce resources to the greatest needs stand out so 
clearly as in wartime. Never do money and money costs shrink into 
such insignificance beside the real factors. Never do the most important 
uses of resources stand forth so clearly so that no hesitation need exist 
about direct action to speed resources from nonessential into essential 
uses. In war the fundamental decision must be how many resources are 
to be diverted to war production ; given this decision, the financing method 
used is a secondary, though important, consideration. 

Obviously the costs of war do not end as the last cannon is fired. The 
destruction of men and of capital and consumers’ goods accumulated 
over many years and the impoverishment of the war generation neces- 
sarily leave a mark that remains long after the peace has been signed. 
The present generation, as will be explained later, cannot escape the 
costs of war, whatever the financing method used, but modern war also 
leaves its scars on future generations long after it has passed. Under- 
nourishment, disrupted families and social relationships, rundown and 
obsolescent civilian goods equipment, depleted supplies of vital materials, 
millions of youths trained only to fight — ^these come even in countries 
not swept by battle. Where actual combat has raged, physical destruc- 
tion is terrific, beyond all these less violent war results. Everywhere 
are the problems of shifting men and industry back to a peficetime basis 
without disruption and depression. The present generation cannot escape 
the real costs of the war; neither can succeeding generations escape the 
lower planes of living imposed upon them because of the wars of their 
predecessors. 

In addition to these real costs for future generations arising from all-out 
war, there are likely to come continued higher money expenditures for 
government, even though complete peace is attained. Never have 
government expenditures returned to prewar levels after our major wars. 
One reason for this failure of expenditures to fall back completely fol- 
lowing wars arises from the fact that inflated war price levels have seldom 
fallen back to prewar levels. Thus for the same goods and services after 
the war, government expenditures are larger in money terms. Beyond 
this, however, war provides two m.^jor continuing claims on government 
expenditure. One is pension and bonus payments, especially for wai; 
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casualliies and their dependents but also for uninjured members of the 
armed! senrices. The other is interest payments on funds borrowed to 
conduct, tfine war, and possibly repayments of principal. Perhaps most 
important, of all, having become accustomed in wartime to spending 
astronomical sums with little restraint, government officials are likely 
to findl it very difficult to readjust their thinking and political actions to 
prewao' standards. Such legislative and administrative habituation to 
an enitergsed scale of expenditure may gradually wear off but history 
attests. it» tenacity. 

Whatever may be the ethical bases for pensions and bonuses, the facts 
are that such expenditures bulk large for decades following every war. 
The federal government still pays pensions to hundreds of Civil War 
veterams and their wives. The pension lists for the Spanish-Aincrican 
War aare much longer, and those for World War I involve large sums 
louuxally. Not only direct cash pensions to war casualties and their 
dbpendlents are involved; the government also maintains many insti- 
tutiffliiis for the care of war veterans. In addition, there have been recur- 
ring: demands for bonuses to all war veterans, regardless of lack of injuries. 
The pressure that can be brought to bear on Congress by such a large 
and influential group is exemplified by the successful demands for a 
bonus of over $2,000,000,000 paid to all World War I veterans under the 
Bonus Act of 1935. Moreover, expenditures of this sort promise to 
mcrease greatly following the present war, in view of the now accepted 
government responsibility for those unemployed. The problem of re- 
turning war workers and men in the armed services to peacetime jobs 
after the peace will bo far the greatest we have ever faced. Following 
a possible temporary burst of business activity as war restrictions are 
lifted, widespread unemployment seems likely unless positive^and vigor- 
ous steps are taken by the government to support those unemployed and 
expedite their training and their placement in civilian jobs. Government 
expenditures for this purpose may be called veterans’ bonuses, relief, 
public works, training subsidies, or whatnot. Whatever form they take, 
they will paftake of the nature of both “war” and “depression” expendi- 
tures, though if wisely enough undertaken they may prevent the worst 
features of a possible postwar depression. 

Looking at expenditures before and during the war, there can Le little 
doubt that our vast “defense program” beginning in 1940 and the even 
vaster “war program” after December 7, 1941, proved the greatest anti- 
depression spending program in history. To a considerable extent, de- 
fense and war expenditures directly replaced existing depression expendi- 
tures, tiiough some expenditures originally undertaken as “depression” 
measures are likely to be continued permanently on a “regular” basis — 
for example, free school lunches for poor children and reclamation proj- 
ects. Unfortunately, however, the drastic demands of war on manpower 
are likely to prove only a temporary cure for unemployment b^ause 
“war industries” can provide employment only so long as the demand 
for war production eontinues. Large-scale war e}q)enditure8 may well 
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crcftto in&i&dju£iP9£QtB to be f&06(i op to & pc&cctipio scopomy 
serious than those responsible for the iwrewar unemployment, though not 
necessarily ao. 

The distribwtipn of expendityre$ by income ^rgpps 

It would be exceedingly valuable if accurate estimates of the distribur 
tion of goyerumentai revenue eoUeetions and payinsntp by income groups 
were available. Captain estamates ef govemmenial tm burdens by 
income ^oups ape available-^bese are given in the following chaptep 
on taxation, 5ut only very eketehy estimates of governmental expepdir 
tures so arranged exist, and these cover only the spending of the federal 
government, Unfortunately, moreover, even these tentative estimates of 
expenditures are not directly comparable to the more complete ones on 
federal taxation. 

Roughly, the picture preiepted by the available estimates of federal 
expenditures by income groups is this.^ Over the period from 1930 
through 1930, the lowest third of the population (roughly, those families 
receiving an average of under $780 annually) received slightly over 25 
per cent of the funds paid out by the federal government; the middle 
third (roughly, those families receiving an average of between $780 
and $1,450 annually) received slightly less than 15 per cent; and the 
upper third (roughly, those families receiving an average of over $1,450 
annually) received the remaining 60 per cent. These estimates involve 
allocating every type of government expenditure among the different 
income groups. Some expenditures are relatively easy to allocate, such 
as depression relief payment; others are far more difficult, such as war 
expenditures. In view of necessarily arbitrary allocation of most ex- 
penditures among different income groups, these figures should be taken 
only as the roughest sort of approximation. Yet two facts seem fairly 
clear. One is the importance of relief, public works, agricultural aids, 
and other such depression expenditures in building up the share going 
to the lowest third. The other is the great importance of payments on 
the national debt, on regular departmental functions, and* on the army 
and navy in accounting for the major share going to the highest third. 

The importance of government payments to each group in the period 
covered relative to total income received may also be suggested. On the 
evidence of the same basic estimates, between 25 per cent and 30 per cent 
of the total income received by the lowest third over this period came 
from government payments, only slightly over 6 per cent of the total 
income of the middle third, and around 45 per cent of the total income 
of the highest third. These figures indicate the importance of actual 
money receipts from government at different income levels — ^they are 
definitely not to be taken as a measure of the total bf^nefits received by 

1 Estimates of Charles Stauffacher, “The Effect of Governmental Expenditures and 
Tax Withdrawals upon Income Distribution, 1930-1989,” in Pvblie Pol^, Yearbook 
of the Graduate School of Public Administration’, Harvard Univerwty, 1941, pp^ 
232-261. 
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the various groups from the federal government. Allocation of benefits 
derived from government expenditures would be a far more complex 
problem than that faced in allocating money expenditures. Yet these 
estimate^, when combined with federal revenue figures, may be of some 
Vllue ill indicating the redistribution of money income accomplished by 
the federal government's fiscal activities during the period covered. Since 
^^deral taxes over this period bore increasingly heavily on higher income 
levels and since spending was financed in considerable part by borrowing 
from the upper income groups, there appears to have been a clearcut 
redistribution of money income in favor of the lower income groups. 
However, state and local taxes bore heavily on the lower income groups, 
and when total tax burdens are compared with total money receipts from 
all governments, it is by no means certain how much such redistribution 
occurred. Detailed estimates of total tax burdens by income groups that 
emphasize this uncertainty are given in the following chapter. 



CHAPTER 48 

Public Revenues: Taxation 


As WITH expenditures, it is convenient in discussing public revenues to 
segregate the case of relatively full employment from that involving cycli- 
cal fluctuations in employment and income or even “long-run underemploy- 
ment.” The segregation is somewhat unrealistic, but the discussion of 
public revenues under relatively full employment in this and the following 
chapter will be more realistically oriented in the more general chapter, 
“Fiscal Policy and the National Income,” which considers the relations 
between “full” and “underemployment” for purposes of governmental fiscal 
policy. 

Since this chapter and the next proceed largely on the assumption of 
relatively full employment, they are primarily concerned with taxation. 
With relatively full employment, there is ordinarily little need to resort 
to borrowing or the issuing of new money on a large scale to finance gov- 
ernment spending, although a major exception to this statement arises 
in time of war. If borrowing or new money is used to a substantial extent 
in periods of full employment, the result is likely to be inflationary price 
increases, which are considered in the discussion of fiscal policy and the 
national income. Taxation has long been the common method of finance 
under ordinary circumstances. 

Just as discussing expenditures without knowing the revenue sources 
used gives only a half view, so discussing revenues without the corre- 
sponding expenditures shows only part of the picture. But for simplicity, 
revenue sources are discussed in this manner; by fitting together the 
expenditure system (discussed in the preceding chapter) with the tax 
system (discussed in this and the next chapter) an overall view of the 
functioning of the public economy in “ordinary” times of relatively full 
employment can be obtained, and it is to this end that consideration of 
the various elements of expenditures and revenues is directed. In getting 
such an overall view, it is important to consider each of the major taxes 
ieparately; each must be evaluated to some extent as an individual levy. 
However, many errors have arisen through failure to view the tax system 
as a whole, and it is essential also always to bear in mind the overall 
picture in weighing the propriety of increasing or decreasing particular 
taxes. 

Discussion of the. “adequacy” of a tax system without reference to the 
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expenditures being financed has no more meaning than discussion of the 
“adequacy” of expenditures without reference to the means used to 
finance them. What are “adequate” taxes can properly be determined 
only by the sort of rough marginal comparison between tax sacrifices and 
expenditure benefits discussed in the preceding chapter. Discussion of 
the “adequacy” of any particular tax, except in a few special cases where 
the tax is used to finance special benefits for which direct payment is to 
be collected, is likely to mean even less. Thus for most purposes there 
is little point in discussing the “adequacy” of the income tax or of a 
retail sales tax, though there is point in discussing the adequacy of a 
special assessment levied specifically to cover the cost of a particular 
improvement that directly benefits the particular property on which the 
special assessment is imposed- 

^'Good'^ ond ''Bad'' Taxes 
Social criteria for taxes 

Few subjects generate aa much heat in popular discussion as taxes. 
Income taxes, sales taxes, property taxes, excess profits taxes, corporation 
taxes— all are staunchly advocated and bitterly attacked, often without 
very clear recognition of the criteria used in evaluation. Taxes, like 
anything else, can be evaluated only by reference to some standards of 
“good” and “bad,” and it is important to recognise as far as possible 
what these criteria are, even though they may be quite different for 
different people. Five widely accepted criteria have been listed for use 
in discussing the private economy and restated in Chapter 46 for appli-r 
isation to the public economy. Since the economist m such has no special 
right to set up broad social criteria, it appears best to continue to use 
these same five somewhat arbitrary “ends” as rough guides to evaluation 
with the same reservations previously observed. 

With reference to the tax system these five criteria may be condensed 
into somewhat different and more precise terms. (1) Do taxes aid or 
hinder in tha attainmmt of resource allocation consistent with consumers' 
preferences? In general, there is probably a presumption against inter- 
fering with the influence of free consumer choices on resource allocation, 
but there are numerous cases wb«re tax policy may be designed specifically 
to interefere with this allocation-— for example, taxes on liquor to dis- 
courage consumption, and the removal of taxes from forest land to 
discourage premature cutting. Closely related to this is the question, 
do taxes impede or encourage free choice of a trade or ooeupation? (2) 
How equitably is the revenue burden allocated? This is the specific 
criterkm on the revenue side that k part of the more general criterion 
of equity in tbe distribution of inconm, and fundamentally reduces to the 
same issues tmnolvied in the broader question. Economists and oth^ 
social scientists have spent nmch time energy on the question of an 
equitable tax system, unfortunately often without facing the fundamental 
practical issue of income redi^ibution as socb-4he ieeue of the “haves’ 
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v«rais the “have-nota.” <3) What are the effects of taxes on investment, 
employment, income and business activity? This broad question covers 
botb the usefulness of taxes in attaining greater stability and security 
from cyclical fluctuations and their attendant disruption, and the place 
of tax policy in the effort to attain a steadily higher plane of living for 
the nation. It covers both the more direct effects on emplojrment and 
investment through costs and prices and the less tangible effects on public 
^‘confidence” and “imcertainty.” Lastly, it covers the question of flexi- 
bility of adaptation to changing needs, both through the cycle and over 
longer periods. 

"Equity" in taxation 

In view of the basic importance of the issue and of the widespread 
attention given to it, special consideration is properly accorded the 
question of how taxes should be allocated. In the writings of economists 
two different basic criteria of "equity” in taxation have received strong 
support: (1) that the burden should be allocated according to “benefit 
received”; and (2) that it should be allocated according to people’s 
"ability to pay.” The second of these criteria appears in a variety of 
forms, all of which work toward a redistribution of income in favor of 
the lower income groups, although none of the formulations necessarily 
depends for its justification on the proposition that redistribution is itself 
the end sought. Some writers base their support of the various principles 
on general 'considerations of "equity” presumed to be more fundamental 
than income redistribution; others argue directly that redistribution is 
in itself the desideratum. 

1. The “benefit” principle. The so-called benefit theory of tax allo- 
cation has a strong appeal for many persons. It seems to them equitable 
that anyone who receives a particular benefit from government should 
pay for that benefit. As a practical matter, this principle can be applied 
eflSciently in only a few cases. How, for example, can the benefits 
derived from a battleship be allocated among the citizens* of a nation? 
Who benefits most from maintenance of our system of courts and law 
enforcement? How is the gain to each individual from expenditures on 
forest conservation to be measured? Everywhere the attempt to base 
tax burdens on benefit received runs into such practical difficulties, which 
make precise application impossible and even a rough approximation 
often unattainable. Furthennore, in many cases adoption of the bwiefit 
principle would nullify the entire purpose of the e 3 q)enditure being 
financed. This would be true, for example, in the case of relief payments, 
where the major aim is to provide additional funds for those unemployed. 

On the other hand, there are some cases in which the benefit princiifle 
works reasonably well. %>ecial assessments on real property ^to finance 
special benefits to the property, and gasoline taxes to finance improved 
hi^ways are outstanding cases. However, even where the benefit theory 
can be applied, the problem of determining the benefits received by vari- 
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OU8 taxpayers is a treacherous one and the best that can be hoped for 
is a reasonable approximation to the benefit principle. 

Insofar as the benefit principle is followed, the result closely approxi- 
mates that obtained through direct sale of services by the government 
to consumers, except that the taxpayer is often forced to accept and pay 
for the benefit once the law is enacted to apply to the group of which he 
k a member. A further difference is that presumably there is no profit 
in the price (tax) charged by the government in providing the benefit. 
VVhen viewed in this fashion it is clear that so long as the tax (price) 
just covers benefit received, no program of income redistribution is 
compatible with adherence to the benefit theory. 

2. The “ability-to-pay” principle. 4*^ocation of the revenue burden 
according to “ability to pay” has different connotations according to the 
interpretation given the phrase “ability to pay.” If the criterion is the 
pragmatic one of “how many feathers you can pull without too much 
squawk or killing the chicken,” the philosophic implications are quite 
different from using the criterion as a means of obtaining an equitable 
allocation of the revenue burden; yet these two attitudes may lead to 
similar results in practice. Leaving aside this attitude of obtaining 
revenue where the squawk will be least, advocates of the ability-to-pay 
principle usually take as the measure of ability net money income (with 
deductions for dependents), though total wealth has also often been 
suggested as an appropriate criterion. After the measure of ability to 
pay has been determined, the problem remains of determining the rate 
at which persons should be taxed, let us say on their incomes. Some 
argue that the rate should simply be proporfiona^that is, a certain fixed 
per cent of each person’s income (for example, 1 per cent, giving a $10 
tax on $1,000; $100 on $10,000; $1,000 on $100,000). ^hough the rate 
is proportional, this procedure of course takes more dollars from high 
than from low income groups. Others argue that rates should be pro- 
gressive — ^that is, a higher percentage tax on high incomes than on low 
(for example, $6 on $1,000; $100 on $10,000; $2,000 on $100,000). This 
places a still heavier burden on the well-to-do than would taking a uni- 
form proportion of their larger incomes or wealth. All argue against 
regressive taxation, in which a larger percentage of income is taken from 
the lower income groups^ (for example, $20 on $1,000; $100 on $10,000; 
$500 on $100,000). 

It should be clear that this principle of ability to pay taxation has no 
exactness or “absolute” validity. Even when a fairly general agreement 
is reached on the “correct” measure of ability, there is no objective way 
of deciding whether rates should be proportional or. progressive, and if 
progressive how steeply progressive. Clearly the principle provides no 
definite scale as basis to dividing revenue burdens. The “ability” 
phrase is, however, of some use and convenient for conversational pur- 
poses, especially since we seem to have reached a fairly substantial agree- 
ment that progressive taxation of incomes and inheritances represents 
thfe primary application of the ability-to-pay principle. When the term 
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is used in this book, therefore, it will be intended to mean progressively 
higher revenue burdens as the measure of ability to pay (net income) 
becomes larger. 

^any writers have attempted to reach some more basic justification 
tmderlying the principle of allocating revenue burdens according to 
“ability to pay.” One of the first suggestions was that each individual 
ought to have to make an “equal sacrifice.” This proposition of course 
involves determining what constitutes an “equal sacrifice.” It is com- 
monly assumed that individuals in the same economic position (same 
income, same wealth, same dependents, and so on) derive the same satis- 
faction from spending one more dollar (that is, from a marginal dollar’s 
expenditure). From this it would follow that individuals in the same 
economic position should bear the same tax burden if equal sacrifice is 
to be achieved. But when it comes to determining “equal sacrifices” for 
individuals in different economic positions, serious trouble begins. The 
assumption is commonly made that the more well-to-do an individual 
is, the less satisfaction he gives up by relinquishing a dollar. It seems 
sensible to say that $1 paid in taxes out of an income of $10,000 repre- 
sents less sacrifice than $1 paid out of an income of $1,000. But there 
is no objective means of telling how much less satisfaction the marginal 
dollar represents to the richer individual. Since we can agree that $1 
generally means less to the rich man, it follows that he must pay more 
dollars if he is to bear an equal sacrifice with the poor man, but until 
the satisfaction of a dollar to each can be measured, how much more 
heavily the rich man should be taxed is indeterminate. Although it may 
be safe to assume that satisfactions between people can be compared 
sufficiently to indicate that rates should be progressive, the steepness 
of the progression remains arbitrary so far as the principle is concerimi^ 
Lately numerous writers have suggested that the fundamental equity 
aim should be “minimizing total sacrifice” for society. If the assump- 
tion is followed that the marginal value of a dollar is lower the higher 
one’s income, this principle logically leads to the proposition that the 
entire burden should be placed on the individual with the highest income 
until his income is leveled to equal that of the next highest individual, 
after which they should be taxed equally and exclusively until their 
incomes are decreased to the level of the next highest, and so on. No 
tax would be imposed on anyone as long as any other person still had 
a larger income. This ' conclusion follows from the assumption that in 
comparing any two income levels, a dollar given up by the lower income 
individual always means more sacrifice than a dollar given up by a 
higher income individual. Thus, if only two persons are considered, one 
with $100,000 income and one with $1,000 income, $99,000 of the high 
income could presumably be taxed away before the loss of one dollar 
would entail as much sacrifice as the loss of the first dollar would to 
the $1,(XK) income individual. “Minimum total sacrifice” would be ob- 
tained by taking each consecutive dollar where the sacrifice was least — 
that is, by allocating the tax burden in the manner indicated. How 
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rajiidl^ tbb equaliaatioa would progrees would depcood (m th« amount 
collected and ^tent by the govemmoit. 

On the other hand, many persons refuse to accept the assumption that 
the '^satisfaction value” of a dollar is always lower the higher the income 
of the owner, pointing out that a very sharp reduction of the customary 
plane of living of a well-to-do person may well involve more “sacrifice” 
than a slight reduction by a somewhat lower-income individual. Whether 
or not this is so cannot be decided by the economist. But if the rigid 
assumption of the preceding paragraph is dropped, then one is thrown 
back on arbitrary interpersonal comparisons of “satisfactions” at different 
income levels, and the “minimum total sacrifice” principle is no more 
precise than its “equal sacrifice” neighbor in underlying support of the 
ability-to-pay portion. It is important to recognize that all such 
“principles” of equity in taxation are likely to sound much more precise 
and “scientific” than they actually are. The basic question in formulat- 
ing tax policy may be as much the direct one of how far redistribution 
of income should go as the one of what is the most “equitable” way 
distributing the tax burden. Actually in modern thinking these two 
considerations are more and more closely interwoven. 


Distribution of the Tax Burden 

There are available certain rough quantitative estimates of the manner 
in which the total tax burden (federal, state, and local) has fallen on 
different income groups in recent years. Although the different studies 
have given roughly comparable results, it must be recognized that any 
such estimates are only approximations. This will be increasingly evi- 
dent as particular taxes are considered, since it is often very difficult 
to estimate at all precisely where the burden of any particular tax does 
fall. Yet such estimates can be formulated more precisely than can 
estimates of the “burden” of infiation (which may arise in periods of rela- 
tively full employment when nontax means of financing are employed) 
such as were* considered in general terms in an earlier chapter.^ 

Through the latter part of the 1930's the per capita tax burden (federal, 
state, and local) ran slightly over $100. Since then, this burden has 
risen tremendously, but inasmuch as the best estimates showing the 
distribution of the burden by income groups cover the late 1930’s these 
figures will be considered first.* To make the estimates more meaningful 

^ Chapter 40. 

2 The estimates given here are based largely on Prof. Mabel Newcomer's analysis, 
which appears in Studies in Current Tax Problems, published in 1937 by the Twen- 
tieth Century Fund. Although these are etil! perhaps the best estimates available, 
th^ are qpen to the criticism of negfecting too much the possibilities of backward 
shifting of taxes through lower wages, rents, and prices of other productive agents. 
The meaning of this eritieiem will later become more apparent. 

The other set of estimates generally recognized are those of Gerhard Colm and 
Helen Tarasov in Who Pays the TcaesT (Temporary National Economic Committee 
MCnograph No. 3, 1941), which give eimilsr results. 
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than they would be on an artifioial per capita baeis, they are caletilated 
to indicate the average burden on ‘^typical’’ families (of four or five 
persons each) at different income levels. But there are two genera) 
reasons why such estimates must be used only as rough indicators and 
only very carefully applied to specific cases: (1) we do not know how 
any particular family earns its income and how it spends it, both of 
which are critical for estimating its tax burden; and (3) we do not know 
at all precisely the final resting place of many taxes, even if we did 
have precise figures on the ways in which a family obtains and spends 
its income. 

Typical family “A” with a $ly000 income probably paid about $200 
in taxes (or around 20 per cent of its total income) in the period covered 
by these studies. The greater portion of this $200 was probably “hidden” 
in the form of higher prices paid for taxed products, higher rents, and 
the like, or in the form of lower wages received by the wage earner. The 
family probably paid little in direct taxes, unless it owned it« own home 
or unless sales and pay-roll taxes are called direct taxes. Probably well 
over half of the $200 went to local governments, largely through the 
property tax (whether paid directly or through higher rents) . 

Typical family “B” with a $2,000 income probably paid about $350 
taxes (or about 17 per cent of ita income). Although this $360 is a great 
deal more than the $200 of the poorer family, it should be noted that 
family “B” paid a smaller percentage of its income in taxes than did 
family “A.” The total tax system was thus “regressive” as between this 
and the lower income levels-^he lower income groups paying a larger 
percentage of their income in taxes than did the higher. Family “B” 
escaped the federal income tax (and probably any state income tax) , but 
was struck by most of the same taxes that hit family “A,” especially the 
property tax. Here again, many of the taxes were probably “hidden.” 

Typical family “C” with an income of around $6,000 paid probably 
$1,100 in taxes (or about 21 per cent of its income). This percentage of 
income taken by taxes was only slightly higher than that for “A” and 
“B,” although the absolute sum was much larger. Fairiily “C” was 
subject to the federal income tax, although the payment was probably less 
than $50, and it paid heavier commodity taxes to the federal government 
on many “luxury” items in the form of higher prices. Family “C” was 
also burdened by most of the taxes which fell on “A” and “B,” with the 
exception of pay-roll taxes. 

Typical family “D” with an income of about $100,000 a year probably 
paid from $46,000 to $56,000 in taxes (or around 50 per cent of its in- 
come). For such well-to-do families, the federal income tax was the 
largest single item (amounting to possibly $26,000), but almost all of 
the other taxes paid by lower income families hit “D” as well. Well 
over half of “D” 's taxes went to the federal government. Family “D” 
had a large “ability” to pay, and taxes fell heavily on it. A hypotihetioal 
family “E” with an ineome of $1,000,000 might be consider^ to rfiow 
that the percentage of income paid in taxes would have been much larger 
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yet; but when very high incomes are reached the tax paid depends so 
much on the sources of income and on the disposition of income that it 
is very difiBcult to make meaningful estimates. For example, income 
from many U. S. government bonds was tax-exempt, so a family receiving 
most of its income from this source would have largely escaped the 
income tax. 

It is apparent that our tax system in the late 1930’s to some extent 
conformed to the ability to pay and related “equity” principles in that it 
fell most heavily on the very rich, but it is equally apparent that the 
“middle classes” got off relatively very easy. The tax system was 
“regressive” with respect to income as between the low and middle income 
groups. To understand why this happened, it will be necessary to see 
the relative importance of the various taxes making up the American 
tax system and to analyze the impact of these various taxes on different 
income groups. 

Since the beginning of the United States’ large-scale rearmament 
program in 1940, and especially since our actual involvement in the war, 
federal taxes have risen unprecedentedly, though remaining still far 
short of paying the full cost of the war program. This increase has 
centered largely in three types of tax — ^personal income taxes, corporation 
income taxes, and sales and excise taxes. The first two are “ability to 
pay” taxes, especially the personal income tax at the steeply progressive 
rates now in force. Sales and excise taxes, however, generally fall heavily 
on the lower income groups and are likely to be regressive. Changes in 
state and local taxes have been relatively unimportant, though revenue 
from some state and local taxes has fallen off as civilian use of some 
goods (for example, gasoline for automobiles) has declined sharply. 

In view of the rapidity of recent changes in the federal tax structure 
and of the rapidly rising and shitting nature of money incomes, it is very 
difficult to make any estimates of the changes that may have occurred 
from the tax distribution by income levels of the late 1930’s. By the 
beginning of 1943, the overall tax rates in effect took over 25 per cent of 
the national income as compared with under 20 per cent in the late 1930’s. 
Although total tax revenues almost tripled over the period, national in- 
come nearly doubled, so the increased tax payments by no means repre- 
sented corresponding increases in “real burdens.” People at any given 
income level paid far heavier taxes than during the ’thirties, but most 
people were moving up into higher income brackets. One other change 
is clear: where previously effective progression did not set in until annual 
income had reached around $10,000, the reduction of income tax exemp- 
tions and the sharp increases in rates have pushed this point of rapidly 
rising progression much farther down the income scale, probably well 
tmder $5,000. Up to early 1942, heavy excises apparently had raised 
lower income group tax burdens so much that the earlier regression be- 
tween them and the “lower middle” income groups still existed, especially 
since income tax increases were effective only above the $2,500 level for 
average families. The revenue bill passed in late 1942, however, relied 



PUBLIC REVENUES: TAXATION 741 

much more heavily upon income taxes, and effective rates on the lower 
middle income groups were substantially increased. 

Shifting and Incidence of Taxation 

Very often the person paying over the funds to the government does 
not actually bear the burden of the tax paid. A tax on the manufacture 
of cosmetics, for example, may be paid to the government by manufac- 
turers, but be ultimately “shifted” forward to consumers in the form of 
higher prices or backward to cosmetics workers in the form of lower 
wages and to owners of other resources used in the cosmetics industry 
in the form of lower rents or lower capital values of their resources. The 
final “incidence” (or resting place) of a tax may be on the actual tax- 
payer or on consumers, workers, or owners of productive agents to whom 
it has been shifted. Obviously it is the incidence of the tax that is most 
important, rather than who pays the money over to the government. The 
difference between taxes, however, may lie even deeper than the question 
of who finally pays the tax. Some taxes may cause unemployment, or 
hinder investment, or reduce saving, or have other broad economic effects 
which go beyond the incidence of the particular tax. It is usually im- 
possible to draw any sharp line between the incidence of a tax and its 
broader economic effects, as will become evident; but it is convenient 
to make a rough distinction of this sort for expository purposes. In a 
brief analysis such as this it is unfortunately impossible to go far in 
discussing the broad economic effects of various taxes. 

It is safe to assume that a taxpayer will shift a tax whenever he can. 
The question is, therefore, when can a tax be shifted? A tax can be 
shifted only when as a result of the tax the taxpayer is able to obtain 
a higher price for the product or service he sells or is able to pay a lower 
price for the goods or services he buys. Hence, a price transaction of 
some sort is essential if shifting is to occur. If as a result of a tax the 
prices that a taxpayer receives or the prices that he pays are higher or 
lower than they otherwise would have been, the tax has been to that 
extent shifted. It should be emphasized that in discussing tax shifting 
it is common to assume other things equal, tracing through the effects of 
the tax as the only disturbance under discussion, just as the effect of an 
increased demand for some product was traced through, other things 
being equal, in analyzing the working of the price system. This simpli- 
fication is necessary if one is to analyze the effects of any given tax — 
otherwise so many things are going on at once that we get nowhere. 
From this it should be clear that a mere rise in price following the im- 
position of a tax is in the real world not necessarily evidence that the tax 
has been shifted. The price rise may have come from some other cause 
operating simultaneously with the imposition of the tax. Empirical 
verification of tax shifting is thus virtually impossible in many cases, 
since it is so difficult to isolate one cause and its effects in the multitude of 
forces simultaneously at work in most parts of economic life. 

A tax can be shifted only by making a price different from what it 
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WOtfld h*>V« b^en without the tax. Since a price will ordinarily change 
only when demand or supply^ or both, Change, if a tax is to be shifted 
it must affect either the ^mand for, or the supply of, the good or service 
in question. For example if a tax on a manufaetum* is to be shifted 
fcnrward to ctonsumers, it must either increase demand for the product or 
decrease the supply of the product. There is no particular reason to 
suppose that demand will be increased as a result of the tax, so the 
tax can be shifted to buyers of the good only if supply is reduced. Thie 
may wen happen, since the tax raises the cost of producing the article 
hi question, and higher costs, demand remaining unchanged, will tend to 
restrict output in- both the short and long runs. Output will be restricted 
somewhat in the short run if marginal costs are increased by the tax, 
since producers will be led to reduce output in order to maximize profits 
or minimize losses* Output will be restricted further in the long run, 
since profits will now be smaller and firms will gradually tend to drop 
out of the iUdustry, moving to other industries where profit opportunities 
are better. In general, any tax that falls differentially on various invest- 
ment opportunities will tend to be at least partly shifted to consumers 
since investment will move from the more heavily taxed industry to less 
heavily taxed industries, thereby reducing the supply of the specially 
taxed product and causing the tax to be shifted. This same reduction 
of output means decreased demand for production services in the taxed 
industry, thereby also leading to backward shifting,® 

This oversimple example shows the general sort of analysis that must 
be applied to discover whether or not taxes are shifted. Some taxes are 
almost certainly shifted; others (for example, the personal income tax) 
have little direct effect on either Supply or demand for any product or 
service and hence are unlikely to be shifted. The limiting assumption of 
"other things equal” is virtually essential, especially for elementary analy- 
sis, if anything like precise results are to be obtained. In addition, we shall 
assume throughout, except where the contrary is specified, a constant 
total volume of money expenditures per time period, and for the present 
avoid thereby the complications that arise when the possibilities of 
offsetting tax effects by monetary and fiscal policy are considered. These 
simplifying assumptions are well justified by the nature of the problem 
if care is taken that the conclusions are used only in the light of the 
assumptions, and if the assumptions are dropped in Certain cases where 
they are counter to the nature of the problem. 

There are few economic problems as complex as the determination of 
the incidence and economic effects of any given tax* However, there are 
eertfliu reuonably simple conclusions that can be drawn about the inci- 
dence and effects of most of o\ir important taxes, and it is these con- 
clusions in which we shall be primarily interested. Such analysis is of 

* This iatroductoiy statement is intended only to give a general idea of the pat- 
tern of price analysis that is useful in discussing various taxes in the following sec- 
tions, and is strictly accurate only on the assumption of pure competition although 
It is essentially coneet in application to most other tyve-«ituationa as well. 
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necessity eonsid^bly oversinaplified, and the conclusions drawn there« 
fore only tentative and generaL But the analysis is of considerable 
value, both for showing the nature of the most important effects of our 
various taxes and as an exercise in applied economic principles. Unless 
we know at least roughly where the burden of any tax ultimately fails, 
there is little sense in talking about its place in an equitable tax system. 

Excises 

Excises are taxes on particular commodities assessed when the com- 
modities are produced or when they are sold. Excises are usually either 
so much per unit sold (as so much per pack of cigarets) or so much per 
dollar’s worth of product (as so much per dollar’s worth of cosmetics). 
Few persons realize the range of products covered by such taxes. The 
federal government alone, in its regular reports on internal revenue col- 
lections,* Iwts excises on 52 types of commodities and services, most of 
which people seldom think of as subject to special taxation. We all realize 
that we pay special federal taxes on tobacco, alcoholic beverages, admis- 
sions to theatres, and long-distance telephone calls. But few of us realize 
that special fedeial taxes have for years also been imposed upon mechanical 
refrigerators, electrical energy, club dues and initiation fees, radio and 
phonograph sets, automobiles, automobile parts and tires, motor fuels of 
all sorts, and toilet preparations, each of which yielded over 15,000,000 
in 1941, plus a large number of others of varying fiscal importance. On 
top of these federal excises, which are collected from manufacturers and 
wholesalers, are imposed state and local excises, all in addition to the 
retail sales taxes that became so common during the 1930’s. 

Because people remain unaware of the existence of many excises, such 
levies are relatively easy to impose. They mean plucking the feathers 
where the squawk will be least. Naturally, in the political processes of 
tax-making, levies that are relatively invisible to the voters make a 
strong appeal to legislators, and such taxes are often enacted instead of 
others generally regarded as “better” from all points of vievj except that 
of minimizing the squawk. 

Incidence 

It is the common impression that excises are passed on to consumers 
through higher prices. There is considerable truth in this statement but 
it does not give a completely accurate picture. Such taxes are usually 
borne in part by at least some of the productive agents employed in the 
industry as well as by consumers. The incidence of an excise depends 
largely on wheth^: the industry is partially monopolized or purely com- 
petitive, and on the relative elasticity of demand for the product and 
the elasticities of supply of productive agents to the taxed industry. 
Let us take an example of a tax per unit of output (as per pack of playing 
cards) to analyze the probable ioeidence of such excises. The analysis 


* BuUetin of the Treaswy DeparlmenL Figures used are from February 1943 iaiua. 
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will be divided for convenience into short-run and long-run incidence 
under competition, and then under simple monopoly and other monopolistic 
arrangements, with consideration of the broader economic effects post- 
poned temporarily.® In order to provide the framework for later inci- 
dence discussions for other taxes, the excise case is discussed in consider- 
able detail. 

1. Pure competition. Suppose a new excise is imposed on playing 
cards, which we shall assume are produced by a competitive industry. 



What will be the immediate (short-run) effects? The first effect is, of 
course, that the tax raises the cost per pack of playing cards by the 
amount of the tax — both the average and marginal unit cost curves are 
higher throughout by the amount of- the tax, since for each additional 
pack produced the firm has to pay the excise tax. If an original position 
of long-run equilibrium is assumed, the shift may be shown very simply, 
as in Figure 48 — 1. Before imposition of the tax, the price is P, just 
high enough to cover the lowest total unit cost of production, with each 
firm producing OQ units in long-run equilibrium. Curves TUC and 
MUC' then represent the cost curves after the imposition of the tax. 

* Analysis of the incidence of an ad valorem excise would differ slightly from that 
of a per unit tax, since with the former the effect of the tax on the entrepreneur is 
to shift his revenue curve to the left rather than to raise imit production costs. 
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Since profits are maximized by carrying production up to the point where 
marginal unit cost equals marginal unit revenue (here price), after the 
tax-induced increase in marginal costs, in order to minimize losses each 
firm will produce only OQ' units instead of OQ, equating marginal unit 
cost and marginal unit revenue at that output. The first effect of the 
tax will be a reduction of output by all firms. 

When all firms reduce output somewhat, two results are likely: First, 
price will rise, and second, fewer workers and other productive agents will 
be demanded. If factor prices are flexible, they will be forced down 
somewhat. We might proceed to analyze in detail just how much higher 
the price would be and how much lower the prices of various productive 
services, but this is better postponed to the long-run analysis; the 
principles are the same in both cases. It is safe to say that in the 
short run, incidence of the tax is likely to be partly on consumers (through 
higher prices), partly on workers and owners of variable productive 
agents (through lower wages and raw material prices), and partly on 
those receiving payments for fixed agents and interest (the entrepreneur- 
owner being in this group, since even with reduced output a loss is being 
made — ^price remains lower than the new unit costs) . The entire burden 
of the tax will be distributed over these three groups. 

What will be the long-run incidence of our excise? The tax will neces- 
sarily be shifted in the long run, either forward or backward. The 
immediate effect is to push costs above prices, leading to losses in the 
playing-card industry. When losses are being suffered in any industry, 
firms move out and investment shifts to other more profitable oppor- 
tunities. And since our excise is a special tax on the playing-card 
industry alone, other investment opportunities are now relatively more 
profitable than playing cards. As fixed agents wear out in producing 
cards, they are not replaced ; instead the depreciation funds are used for 
investment in other industries. 

This movement of firms out of card production will continue until the 
price of playing cards has again risen to cover average total unit cost 
at the lowest point on the average unit cost curve — that is, hntil invest- 
ment elsewhere is no longer relatively more attractive than in the making 
of playing cards. When price has risen and/or costs fallen to this extent, 
a new long-run equilibrium is attained, with price again equal to lowest 
average cost and fewer firms in the industry. The tax has been com- 
pletely shifted from the manufacturers forward to consumers or back 
to owners of productive services. In the long run, the tax cannot remain 
on producers since as long as investment in playing cards is less attractive 
than elsewhere (which it will be until price again covers all costs, 
including the tax) , firms will drop out of the playing-card industry. 

But this does not say in which direction the burden will be shifted— 
forward to consumers or backward to laborers and owners of relatively 
specialized productive agents. In this particular case it is likely that 
consumers will ultimately bear most of the burden. Why? 

As firms move out of the playing-card industry, fewer cards will be 
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prodaced and the demand for prodocttve services will decrease. The 
quesUon thmi ui, will it be easier for the tax to be passed on in higher 
Iffiees or back lower wages, rents and material prices? Let us 

assume, probaUy realistically, that the demand for playing cards is 
relatively inelastic — ^that is, tJut pnrdiases of playing ear^ would drop 
off only slightly as prices rose. On the other band, if card manufacturers 
lower prices for paper stock at for common labor (that is, for un- 
q>ecialiBed resources that ean ea^ly move frmn. one industry to another) , 
they will probably be unable to obtain any paper stock or labor. The 
playing-card industry must pay going prices for such productive agents 
and raw materials or not any; in technical terms, the elasticity of 
Mipply of these agents to the playing-card indush'y may well be almost 
infinite. This is especially likely to be true since the industry constitutes 
so small a portion of the total demand for these agents. 

Under these assumed cooditicHis of inelastie product demand and highly 
elastic factor supplies, it is obviously much easier few the price of cards 
to rise than for costs to be pushed down. In fact, on the assumption of 
completely unspecialized agents, factw costs to the card industry would 
remain just as high as before in spite of its decreased demand for lalxu^ 
and paper. Under these circumstances, firms will move out of the card 
industry imtil price has finally risen by the full amount of the tax per 
pack, shifting the tax completely to consumers. The critical elements 
in determining the direction of shifting are the relative elasticities of 
iwroduct demand and factor supplies. 

For most excises under pure competition forward shifting is probably 
the general situation. But the assumption made above that all resources 
used are completely unspecialized is not always true, even in the long 
run. To illustrate, suppose the playing-card industry takes almost all 
the output of some grade of paper pulp that is not useful in any other 
industry. In that case, the supply of the paper {mlp to the card industry 
would be very inelastic — even if the card industry offered a much lower 
price it could probably still get almost as much pulp, since there is ne 
place else fol the pnilp to be sold. The tax might be in large part shifted 
backward in lower pulp prices. The fewer the alternative opportunities 
for productive agents (that is, the more specialized they are), the more 
such agents are ffirced to take lower payments as a result of decreased 
demand by the card makers; the more altmiative opportunities there are 
for productive agents (that is, the more imspedalized they are), the less 
they are forced to take lower payments as a result of decreased demand 
by the card makers. 

This analysis of excise shifting and incidence under competition may be 
summarized briefly as follows: A special excise will be completely shifted, 
because investment will move away from the taxed industry to other less 
heavily taxed investment opportunities until price again covers costs in 
the taxed industry. The direction in which the tax is shifted will depend 
on the elasticity of the demand for the taxed product relative to the 
elasticities of Biq>ply of the productive agents used; shifting will be largely 
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n the dii‘e<itiati where the elastieity Is lower. In the long run, moei 
■esofurcee are unepeciftHzed and will tend to move away ftiMn the taxed 
nduatry if it offen lower than going wages and other faetor prices, so 
generally taxee cannot be shifted backward and are largely passed on to 
jotisumere. further^ in practice monopoly groups are strong among 
•esource sellere, which permits an even stronger resistance to backward 
ihifting as compared vrith the assumed competitive card market. But 
f some particular productive agents are relatively specialised even in 
he long run, a portion of the tax will be shifted back to them instead of 
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Fig. 48 — 2. Effect of excise tQx on monopolistic seller • 

forward to consumers, unless monopolistic powers of resource owners 
prevent this development. The short-run incidence of the tax is much 
more uncertain. Temporarily, in view of short-period immobility and 
specialisation, entrepreneurs may Well be able to pass back the tax 
through lower rents, raw material prices, and possibly, though not likely, 
wages; but gradually productive agents will move to other industries, 
forcing costs back up in the taxed industry if it is to get any resources. 

£. Simple niortopolyi Analysis of the incidence of an excise impos^ 
on a monopolised product where restriction against entry of new firms is 
maintained is similar to that of the competitive case, but the results are 
somewhat different-. Let us again assume an equilibrium position, with 
the monopolist maximizing profits by producing up to the point where 
marginal unit cost equals marginal unit revenue and charging the price 
shown for that output by his average revenue curve. Figure 4®— 3 showi 


748 


**UBLK: REVENUES; TAXATION 


this case, with the monopolist producing OQ units before the tax and 
charging price OP. As in the competitive case, imposition of the excise 
tax raises both marginal and total unit costs by the amount of the tax. 
After the tax, to maximize profits the monopolist will reduce output to 
the new intersection between marginal unit cost and marginal unit revenue 
(OQ'), and will raise price to the corresponding figure on his average 
revenue curve (OP'). The short-run effect of the tax is thus a reduction 
of output and a higher price, just as in the competitive case. And as 
before, part of the tax may be shifted back to productive agents used in 
the industry since with reduced output there is less demand for these 
resources. How high the price is immediately raised and how much of 
the tax is temporarily passed back to productive agents depends, again, 
on the elasticity of demand for the product, on the degree of specialization 
and mobility of the resources used, and on the monopoly powers of resource 
owners, but in this case also in considerable part on the anticipations and 
discretion of the monopolist card producer. Shifting, again, will occur 
primarily in the direction where the elasticity is the lowest — ^that is, where 
the resistance to shifting is least. And the monopolist probably will have, 
at least in the short run, to absorb part of the tax through lower profits. 

What will be the long-run incidence under these circumstances? There 
is one basic difference between this and the competitive case. Under 
pure competition the tax will be completely shifted, largely by the move- 
ment of investment out of the taxed industry. But here the monopolist 
is likely to be still making a profit even after the tax, even though the 
tax reduces his earnings. Therefore, any substantial long-run shift of 
investment out of the monopolized industry is unlikely. The monopolist 
is still better off here than elsewhere, though of course he may reduce 
his scale of plant, and the long-run incidence may be similar to that in 
the short run. In the long run, however, the possibility of backward 
shifting to specialized, immobile productive agents is much less than in 
the short period. 

3. Oligopoly and monopolistic competition. The incidence of an 
excise on a product produced and sold under oligopoly or monopolistic 
competition is very uncertain, since the whole pricing process is unpre- 
dictable and subject to “cooperative” agreements. It is impossible in 
such cases to illustrate at all precisely what price and output will be after 
the tax as compared with before it. In general, it is safe to say that the 
tax will be largely shifted either backward or forward in all cases where 
free entrance to the cartel or price-leadership arrangement exists or where 
close duplication of differentiated products is possible. Shifting is then 
likely because profits tend to be eliminated in such cases (through higher 
costs from overinvestment in the industry rather than through lower 
prices) whether or not there are special taxes, and hence the special tax 
will probably induce shift of investment away from the taxed industry.* 

•Excises on products produced in oligopolistic industries may under certain cir 
cumstances be met almo^ entirely through increased production efficiency. If entry 
lo such an industry is free, “too many” firms Would be in the industry, each operating 
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If free entrance does not exist and the oligopolists continue to make profits 
in spite of the tax, the case is closely analogous to that of simple monopoly, 
and part though not all of the tax is likely to be shifted. How much 
shifting occurs in such semicompetitive cases therefore depends largely on 
the degree of monopoly power exercised by the various buyers and sellers 
involved. But whatever the restrictive power exercised by a seller over 
production, his possibilities of shifting taxes ultimately depend on the 
elasticities of supply of productive factors and of demand for his prod- 
uct. When, as is frequently the case, a tax is imposed on a partially 
monopolistic producer who deals in turn with partially monopolistic 
sellers of productive services and buyers of finished products, formal 
price analysis retains little usefulness in determining tax incidence, and 
the result is largely determined by relative bargaining positions and 
institutional conditions. For example, the incidence of a tax on the 
prodnoMon of steel parts for construction purposes would be highly inde- 
terminate, since producers are monopolized, sellers of productive services 
and materials in the many parts of industry are well organized, and many 
users of such steel are very large-scale buyers, in turn possessing con- 
siderable monopoly power in their own selling markets. 

Even in the simpler cases, the process of shifting may move very slowly 
and jerkily. Monopolists especially may not set output and price in the 
purely “rational” manner which is often attributed to them. General 
business conditions play a great part in determining the ease and speed of 
shifting — ^taxes are always much easier to shift in good times than in bad. 
Even with predictable conditions in the taxed firm, great imperfections 
may exist in the market for productive services that impede or facilitate 
backward shifting. Producers may have difficulty in estimating elasticity 
of both product demand and supplies of productive agents. In the real 
world, conditions are much less precise than in textbook analysis. Yet 
the central conclusions reached in the preceding sections probably hold 
good through the complex of interacting forces at work in any real-world 
market. 

Evaluation 

1. Effects on production and consumption. An excise clearly dis- 
courages the allocation of productive resources to the taxed industry. By 
the same token it discourages consumption of the taxed product. If the 
incidence of excises is primarily on consumers through higher prices and 
reduced consumption, how good such taxes are, judged by the ability-to- 
pay standard, depends largely on the income groups represented by 
consumers of the taxed products. A tax on “necessities” is generally 
agreed to be regressive; a tax on “luxuries” is commonly thought tc* 

short of the optimum scale. As some firms withdraw owing to losses resulting from 
the tax, each o^ the remaining firms may produce more than before, at a lower cost 
per unit of output. In this case the tax covld be paid out of savings from more 
efficient operation without either reducing the incomes of productive agents in the 
industry or raising nrices to consumers. 
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be progressive. These loose ‘generalizations depend, however, on how 
“necessities” and “luxuries” are defined. If “necessities” are tliose goods 
that everyone (or at least the lower income group) consumes in consider-i 
able amount, then taxes on such goods are clearly regressive, since a larger 
proportion of total income will be spent on them at the lower than at the 
upper income levels. If “luxuries” are those goods that people do not 
*‘need” in order to live, such as fur coats, cigarets, Cadillacs, and liquor, 
taxes on them may or may not be progressive. The standard important 
examples of “luxury taxes” are those on liquor and tobacco, which are 
intended both to raise revenue and check consumption of these “luxuries,” 
but in fact the demand for both these products by rich and by poor is 
relatively inelastic. The tax of about 8 cents per pack on cigarets in 
many states often leads not to lower expenditures on .cigarets but instead 
to lower expenditures on clothing and food, since many persons give up 
what are usually called “necessities” rather than cigarets. The same is 
true of liquor, and to a lesser extent of numerous other similar com- 
modities. “Necessities” can be defined in any way one likes, but defi- 
nitions based on moral standards should not blind us to the inelastic 
nature of the demand for many products labeled “luxuries” nor to the 
real effect of taxes on them. To be sure, cigaret and liquor taxes do 
discourage the consumption of these products, especially by the poor. 
But unless care is taken, taxes on “luxuries” are likely to be highly 
regressive, and unfortunately, many existing excises are on commodities 
heavily consumed by the lower income groups. If excises are imposed on 
such goods as mink coats and caviar, grounds for criticism of them as 
regressive vanish, but taxes on such articles can yield little revenue since 
so few purchases of them are made. If excises are to yield large sums they 
must fall on goods heavily consumed by the middle and lower income 
groups. 

Taxes directly intended to restrict consumption are often called “sump- 
tuary” or “social control” taxes. It should be clear that all excises, 
however intended, have some “sumptuary” results — higher prices restrict 
consumption of the taxed good or some other good or service, whether 
this effect is intended or not. The common argument is that sumptuary 
taxes are of double benefit, that they both control consumption and yield 
revenue. But to the extent that a tax is a good sumptuary tax (that is, 
limits consumption) , it does not yield revenue. There is a direct conflict 
J)etween the two aims. A very similar purpose may be fulfilled by excises 
in wartime when it becomes desirable to restrict consumption of particular 
commodities that compete directly for resources needed in war production. 
Especially where demand is elastic, such taxes may prove to be very 
useful. This device was used to a limited extent in the United States 
during the recent rearmament period, but more stringent and direct 
controls through materials priorities and allocations were rapidly imposed 
ftfter the declaration of war in 1941, As with peacetime sumptuary taxes, 
pauch confusion has existed as to the possibility of increasing yields and 
restricting consumption simultaneously by imposition of such excises. 
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2. on Ae level of employment and national income. Any tax 

in itself is deflationary since it draws funds out of the income stream. 
When the funds are respent by the government they may more or less than 
offset this deflationary effect. The net effect of the government’s fiscal 
policy depends on both the method of raising the funds and the method of 
spending them. Therefore, in analyzing the effect of different taxes on 
the level of employment and national income, it is useful to make given 
assumptions as to the manner in which the funds obtained are to be spent 
and simply to compare the effects of different taxes, other things being 
equal. Such a simplifying assumption permits us to distinguish fairly 
sharply between the effects of different levies. Hence, except where 
otherwise specified, the assumption will be made that tax receipts are 
promptly spent by the government in the same pattern of expenditures 
as -has previously obtained. 

The immediate effect of a new excise, since it falls directly on marginal 
costs, is to reduce output and employment in the taxed industry. If the 
tax is imposed in good times, and especially if it falls on only a narrow 
sector of the economy, this unemployment is likely to be eliminated 
quickly through absorption of the displaced workers and other resources 
in other industries. Product demand is likewise less likely to be highly 
elastic in prosperous periods. Excises are more deflationary than other 
taxes that do not fall directly on business costs, but under prosperous 
conditions they alone are not likely to be a critically deflationary factor. 
In depression periods, however — ^the condition under which many current 
excise and sales taxes were imposed — ^the strongly deflationary effect of 
new excises is sure to be much more disruptive. Workers unemployed 
because of such taxes find it virtually impossible to get other jobs at 
acceptable wages. Increased unemployment intensifies the spiral con- 
traction of money incomes and expenditures. Barriers to mobility, such 
as lack of information, inability to obtain needed retraining, the high cost 
of shifting jobs and locations, and union restrictions on entrance, bulk 
especially large in depression. If the excises apply to many products 
instead of only a few, the difficulty of re-employment is correspondingly 
intensified. 

It might be thought that workers and other resource owners would 
rather take lower prices for their services than accept unemployment as a 
result of deflationary taxes. In fact, however, wage rates especially have 
proved highly rigid against downward pressure, except in nonunionized 
industries. This downward wage rigidity removes much of the possibility 
that selling prices and sales of the taxed products could remain roughly 
constant while costs fall to absorb the tax. But even though costs should 
prove flexible and absorb the tax burden, resource owners’ incomes would 
thereby be reduced and deflationary pressure elsewhere would result. 
Excises such as we have, however their incidence develops, exert a strong 
and direct deflationary pressure that is equaled by few, if any, other taxes. 
Pay-roll and sales taxes are the only important close competitors. When 
compared with, say, progressive income taxes that do not fall on business 
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costs or draw so heavily on funds that would have been spent anyhow, the 
depressive effect of excises becomes especially plain. 

The major arguments for excises are (1) that they raise large sums 
rapidly if applied to widely consumed commodities (which therefore 
necessarily are those goods consumed by the lower income groups where 
consumption is heavily concentrated) , and (2) that, being “hidden” taxes, 
they arouse relatively little popular resentment. If one wishes to dis- 
regard equity considerations, widespread heavy excises may be an effec- 
tive anti-inflationary tax source in boom periods. However, in depression 
this major “virtue” of excises in raising large sums with a minimum delay 
becomes a “vice” since these very taxes so directly increase the unemploy- 
ment that the funds are raised to combat. Lastly, except as political 
concessions, it is hard to justify hidden taxes in a democracy, where “tax 
consciousness” is essential to economical administration and to genuine 
popular interest in government. 

Motor fuel taxes 

The excise on gasoline (more broadly, the taxes on motor fuels) levied 
by the federal and all state governments deserves special attention because 
of the special manner in which most such revenues are spent. Since 
receipts from these taxes are used primarily in improving the highways 
and streets, the taxes can be justified to a considerable extent as benefit 
levies, roughly comparable to the financing of special real estate improve- 
ments by special assessments. In general, like other special excises the 
taxes are borne by the consumer (motorist) in the form of higher 
prices for motor fuels, although there may be some backward shifting 
to resources used in producing the fuels and perhaps a minor amount 
of forward shifting to consumers of products sold by business firms 
using gasoline in salesmen’s cars, and so on. Insofar as the motorist 
pays the tax, it niay be regarded as a sort of substitute for a price charge 
for the use of roads. The purchaser of gasoline is in fact buying, through 
the gasolipe tax, mileage on government roads. A high yield from a 
gasoline tax indicates the willingness of road travelers to pay the tax 
levied to keep up the roads. Moreover, with improved roads the demand 
for gasoline may in turn be increased. In this way, the sumptuary effects 
of the tax are partly avoided. 

Although motor fuel taxes may be largely justified as benefit levies, 
there are difficult problems involved. For one thing, financing the roads 
by present compulsory taxes on all motorists is said by many to give a 
subsidy to trucks and buses using the roads, while railroads are forced 
not only to maintain their own roadways but even to pay taxes on them. 
While some types of trucks and buses are now so heavily taxed that they 
apparently do bear their fair share of maintaining the roads, many others 
are grossly undertaxed. For another, the gasoline tax is obviously not a 
complete means of reaching those who benefit from highway improvements ; 
many persons who buy comparatively little gasoline benefit greatly from 
good roads and streete. For example, a farmer is benefited by a good 
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road past his property, even though he may drive to town only when he 
harvests and delivers his crop. A gas station owner is benefited by the 
improvement of the road on which he is located, even if he himself should 
never drive a car nor ride in one. Therefore it seems equitable that roads 
and streets should be financed partly by owners of property benefited by 
the roads and streets; and this is commonly done by using some of the 
property tax revenue for roads and streets. Also, most states require 
vehicle owners to purchase licenses, using the funds to augment gasoline 
tax revenues. To the extent that gas tax revenues do not result in 
corresponding expenditure on highway finance, obviously the gas tax must 
be judged by the same criteria as other excises.’ 

Retail Sales Taxes 

The primary difference between retail (often called “general”) sales 
taxes and excises is that excises apply only to selected commodities while 
the sales tax applies to all, or a very large number of, commodities at a 
common rate of so much per dollar of sales. When, owing to the increased 
need for relief payments in the face of shrinking property tax revenues, 
the states found themselves badly pressed for funds at the depth of the 
depression, over half of them turned to some sort of sales tax as the 
solution. The primary virtue claimed for the sales tax was that it would 
raise money and raise it quickly. In addition some city sales taxes were 
imposed, but for the most part the levy has been a state tax. At the out- 
set of World War II, state sales taxes produced about $750,000,000 an- 
nually, and for many states they had completely or largely replaced the 
state general property tax. More recently the general sales tax as a fed- 
eral levy has been pushed to the fore as a method of financing the war 
program and holding down consumer buying power. 

Incidence 

The incidence of a sales tax depends partially on whether the tax is 
“general” (nationwide) or covers only a certain economic ar^, such as a 
state or city. Most of the sales taxes enacted during the past decade to 
provide depression-period revenue were state taxes. Although proposals 
were repeatedly made for a federal sales tax at the retail or wholesale 
level, these were consistently opposed by the Roosevelt Administration, and 
it was not until the great pressure for fimds in the war emergency that a 
federal sales tax became politically expedient. Obviously the distinction 
between a general sales tax and a very wide range of excises is hazy. If 
excises are placed on the bulk of individual commodities generally con- 
sumed, the effect is almost identical with that of a general sales levy. 

It is commonly said that sales taxes are passed on to consumers. A sales 

’ This does not mean that the actual gas tax and auto license funds must be ear« 
marked for highway expenditure to be justified as a benefit levy, but simply that a 
corresponding expenditure be made on highways. Earmarking of particular funds 
for particular uses is ant to lead to disastrous inflexibility in governmental expend!' 
tures. 



754 


PUBUC REVENUES: TAXATION 


tax in a state surrounded by ^ates that do not have similar taxes may be 
especially difficult to shift forward, however, even though the state law 
conunonly provides that the tax shall be added to the prices of commodities 
sold. Suppose Iowa has a 2 per cent sales tax and Minnesota has none, so 
that the effective cost of articles to consumers is 2 per cent higher in Iowa. 
This will help induce Iowa residents, let us say, near the northern border, 
to purchase in Minnesota and residents elsewhere in the state to buy by 
mail if convenient. To the extent that consumers are “mobile” as between 
states, Iowa merchants must either reduce list prices to offset the tax or 
lose business. In this case the tax would probably be partially shifted 
back to sellers of productive agents in Iowa, insofar as they were relatively 
immobile and inelastic in supply, and it would be partially borne at least 
temporarily by store operators, especially where some monopolistic profits 
existed. To protect against this danger to entrepreneurs and workers of 
the taxing state, “use taxes” have been widely enacted imposing a tax on 
all goods brought into the state from states having no corresponding sales 
tax. This prevents residents from avoiding the tax by buying outside the 
state, and helps retailers shift the tax to consumers. 

With the rapid spread of state sales taxes, accompanied by use taxes in 
many cases, the practical possibilities of avoiding taxation by shopping 
out of state decreased rapidly, so that even aside from new federal con- 
sumption taxes the effect has been similar to that of a general sales tax. 
Under these circumstances, whether the law requires that the tax be listed 
separately to the consumer or simply charges the retailer (expecting that 
the burden will be shifted forward) , the incidence may be on consumers, 
it may be forced upon owners of productive agents, or it may be partially 
borne by entrepreneurs. 

Given any assumed money incomes, consumers can buy less at higher 
prices than at lower, so that if the tax is reflected in higher prices the 
amount bought declines. Such a decline reduces the demand for pro- 
ductive services, leading to partial backward shifting through lower wages, 
rents, and piaterials prices. Whether the sales tax on any particular 
commodity is shifted forward or backward or remains partially on the 
businessmen who pay the tax to the government depends on the relative 
elasticities of demand for the commodity and of supply of the produc- 
tive services used, and on the monopolistic or competitive nature of the 
markets involved. Therefore, the incidence of a general sales tax may 
vary considerably as between different commodities. In a sense, it is 
similar to a large number of specific excises, though the more general 
nature of the sales levy makes forward shifting through reallocation of 
resources away from taxed industries much less easy. 

The one generalization that may be made about the incidence of a 
general sales tax is this: it will decrease the incomes of productive agents 
relative to the prices of finished commodities. This proposition holds 
good whether the tax is retail or wholesale, state, federal, or local. Since 
a general sales tax covers almost all commodities widely consumed and 
therefore affects almost all persons as sellers of productive services, on 
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the broadest level it makes little difference whether technically the burden 
is passed forward through higher prices or backward through lower money 
incomes since the people involved are the same either way. However, the 
differential effects on different consumers and owners of productive agents 
are likely to be great, depending on the direction of shifting. Therefore, 
a more detailed analysis of the incidence by particular commodities or 
commodity groups is required if a thorough picture is to be obtained for 
any practical purpose. To some extent the burden may remain on entre- 
preneurs, but the chances of this as a long-run condition are very small 
except where restriction of entry protects monopoly profits. 

Evaluation 

1. Effects on consumption and the distribution of income. If a sales 
tax covers all finished goods, its differential effects on the allocation of 
resources are largely random, since it applies at a flat rate to all goods 
sold. Exemption of housing and sales of services may lead to a shift of 
resources to these fields, but property taxes are likely to be an even more 
serious deterrent to new housing than are sales taxes to production of 
taxed goods. When broad classes of goods, such as food products, are 
exempted from a sales tax, a substantial shift of resources into the tax- 
free area may result. 

Sales taxes are seriously regressive, especially general sales taxes that 
fall on all consumers’ goods. A family whose income is $1,000 is likely 
to spend almost the entire amount except for rent payments on taxed 
consumption and (assuming a forward shifted tax of 5 per cent) pay a tax 
of $50, disregarding rent. But a family whose income is $10,000 will 
spend only a portion of this amount on consumption goods (let us say, 
$5,000) and invest or hold the rest. The wealthy family is thus taxed 
5 per cent on only $5,000, making a total sales tax burden of $250, or only 
21^ per cent of total income. Even though the wealthier family pays 
more dollars, it pays a smaller per cent of its income. Exemption of such 
groups of “necessities” as food mitigates but does not elyninate this 
regressive effect. Only by exempting such broad groups of commodities 
as to convert the tax in effect into a group of special “luxury excises” can 
the regressive effect be completely eliminated, and such a conversion, by 
removing the widely consumed goods from the taxed list, reduces the 
yields so drastically as to make such a sales tax fiscally little more 
desirable than a few particular excises alone would be. 

2. Effects on the level of national income and employment. Sales 
taxes imposed in depression periods are not only regressive but are also 
among the most deflationary of all taxes. Such levies are likely to be 
especially depressive at such times because they either directly increase 
sellers’ marginal costs (if not shifted) or reduce consumers’ buying power 
(if shifted either forward through higher prices or backward through 
lower incomes). Since they fall especially heavily on the lower income 
groups, who spend most of their incomes on consumption, sales taxes are 
relatively unlikely to draw on otherwise idle funds, as contrasted, for 
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example, with a progressive personal income tax. In depression periods 
little economic justification can be found for enactment of such levies. 
We could probably have found few worse taxes to finance government ac- 
tivities in the long depression of the ’thirties than the sales and excise taxes 
widely adopted. Only pay-roll taxes on the employer, which were also 
popular, appear to have a more directly deterrent effect on employment. 

By the same token that a general sales tax is especially repressive in a 
depression, it is a strong anti-inflation weapon in expansionary boom 
periods, though this effect obtains largely because of its regressive nature 
in drawing heavily on consumption expenditures of the lower income 
groups. Progressive taxes, on the other hand, are far more likely to be 
paid partly out of funds otherwise saved, and are therefore less effective 
anti-inflation devices when the object is to reduce consumer buying power. 
Whether this anti-inflation advantage of general sales taxes overweighs 
their highly regressive nature in inflationary periods is a question of 
judgment. Some writers feel that even a considerable degree of inflation 
would be less inequitable than a heavy general sales tax. Others feel 
that even regressive taxation is far preferable to the inequitable, disrup- 
tive spiral of inflation. 

Pay-roll Taxes 

With the vast program of “Social Security” benefits enacted by the 
“New Deal” in the business depression of the ’thirties, pay-roll taxes 
sprang into a position of major importance, yielding somewhere around 
a billion and a half dollars annually. The taxes were inaugurated almost 
exclusively to finance unemployment and old-age insurance plans. In the 
case of unemployment insurance, every employer (except those specifi- 
cally exempted by law) must pay into the insurance fund a sum equal 
(in 1942) to 3 per cent of each employee’s wage. In the case of old-age 
insurance the employer must also pay into the insurance fund a certain 
per cent (1 per cent in 1942) of employees’ wages; and a like sum is also 
deducted by, the employer for the government from the wage paid out to 
the employee, making total contributions of 2 per cent per worker. 

The Social Security Program and some effects of financing it through 
pay-roll taxes will be discussed further in Chapter 61. The present 
section presents only a brief analysis of the incidence and economic effects 
of the taxes themselves. 

Incidence 

The incidence of both parts of the pay-roll tax (the part deducted from 
wages and the part paid by employers) is primarily’ on the workers 
covered. While this general conclusion appears well supported, the 
widespread imperfections in the labor market, coupled with legal and 
extra-legal controls over wages, make the process of shifting highly 
uncertain and jerky in particular cases. In cases of wage inflexibility, 
moreover, tne incidence may well fall in the form of unemployment for 
the workers involved. It is convenient to divide this brief discussion 
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into separate parts dealing with the tax collected out of wages and that 
imposed on the employer, respectively. 

1. The incidence of the portion of the tax deducted directly from the 
employee’s wage is almost invariably on the employee. There is no one 
onto whom he can shift it backwards, and it is very difficult to shift it 
forward to employers and perhaps hence to consumers via higher wages, 
since there is nothing in the tax to increase the demand for labor. Wages, 
therefore, can be pushed up in the occupations covered only by a with- 
drawal of workers or by forcing the hand of monopsonistic employers to 
pay wages higher than before for the same number of workers. With- 
drawal of workers from covered occupations to untaxed jobs is unlikely 
because there are very few occupations that are uncovered. Agriculture 
and domestic service are the only two important cases (except that 
establishments with less than eight employees are exempt from the 
unemployment insurance tax) . By moving to these occupations, workers 
would escape paying the tax; but they would also lose both unemployment 
and old-age benefits. Owing to this drawback, to the relatively small 
range of uncovered occupations, and to the fact that wages would be 
forced down in uncovered occupations by an exodus to those occupations, 
it seems unlikely that the pay-roll taxes lead many workers voluntarily 
to leave taxed positions for jobs elsewhere. Finally, any attempt to shift 
the tax forward through higher wages will meet the pressure of substitu- 
tion of other productive agents for labor. In view of these considerations, 
it seems clear that the burden of the pay-roll tax on employees’ wages falls 
primarily on the workers themselves. 

2. The incidence of the portion of the tax imposed on the employer is 
also likely ultimately to be borne largely by employees, though it differs 
in that it is much more likely to lead to unemployment of covered workers 
under certain circumstances. The effect of the tax on the employer is to 
increase the effective wage cost. If the firm was previously in a maximum 
profit adjustment, after the tax it will prove advantageous to curtail 
employment, both restricting output and substituting other productive 
resources for labor. Insofar as output is restricted, part of tfie tax burden 
may be shifted forward to consumers iti higher prices, especially where 
demand for the product is relatively inelastic. But the tax raises only 
the cost of labor to employers, and in view of the possibilities of substi- 
tuting other productive services for labor and the lack of alternative 
untaxed employment opportunities for labor, except in cases of highly 
inelastic product demand the principal adjustments are bound to be in 
lower wages or unemployment, or to some extent in both. Insofar as 
wages are flexible, they will move down so as to permit the same total 
number of workers to be employed after the tax as before. Actually, 
however, wages are fixed by trade-unions in many cases and by minimum 
wage laws in others, especially over relatively short periods, and in such 
cases imposition of the tax is likely to lead directly to uhemployment. 
How great the unemployment will be in any particular occupation depends 
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on inaay factors,, including especially the substitutability of other agents 
for labor and the strength of unions involved in their attempts to prevent 
such substitutions. If labor markets are free and the supply of labor 
as a whole is relatively inelastic, the adjustment will be mainly in wage 
rates and the incidence of the tax will be primarily on the workers through 
lower wages. 

Evaluation 

Pay-roll taxes are frequently defended as benefit taxes. If it were 
regarded as desirable that workers themselves should bear the major costs 
of unemployment and old-age insurance, and if it were reasonably certain 
that wage rates were flexible enough to permit wage adjustments rather 
than persisting unemployment, then pay-roll taxes could be considered an 
acceptable means of financing social security. But neither of these “ifs” 
is generally accepted. 

First, the regressive nature of pay-roll taxes is evident in the fact that 
the burden is borne in large part by the wage worker and not by the 
higher income groups. Those who are particularly concerned to modify 
inequalities in income distribution and to distribute tax burdens according 
to ability to pay therefore object strongly to the pay-roll tax, demanding 
instead at least partial contributions from other more wealthy groups in 
society. If proportional pay-roll taxes are to be justified it must be on 
the benefit principle— on this basis a case can be made for them. 

Second, wage rates are far from flexible, especially where there are 
strong union controls or minimum wage laws. That part of the tax that 
is deducted from the employee’s wage is likely to be accepted fairly 
readily by workers; the quoted wage remains unchanged. Employees, 
however, are likely to resist strenuously the deduction of the employers’ 
share tlirough lower wages. Where such resistance occurs the likelihood 
is that the adjustment will be through decreased employment instead of 
lower wages. Pay-roll taxes on the employer thus often cause directly 
the very unemployment that they are intended to insure against. If it is 
desired that the worker pay the bill, there is a strong case for putting the 
tax directly on him by deducting taxes directly from his wages. If it is 
desired that those with high salaries and incomes from property con- 
tribute, then some other kind of tax is needed. Putting the tax on the 
employer in the present fashion, even though we want him to pay it, has 
little to recommend it, since in fact the tax will almost certainly be shifted 
to the workers, either through lower wages or through unemployment. 

Pay-roll taxes are sometimes supported as a good revenue source, quite 
apart from the social security program. A flat pay-roll tax of 10 per cent 
has received widespread support as an effective wartime revenue measure. 
Advocates point especially to the large sums that can be raised quickly 
by such a levy, collected at the source through deduction from wages. 
That heavy pay-roll taxes would be an effective anti-inflation measure 
cannot be denied, but like the sales tax they achieve this result by 
imposing a highly regressive burden on the lower income groups. In 
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certain respects they are even more inequitable than sales taxation. Pay- 
roll taxes fall on wage earners; income from property, from professional 
services* from entrepreneurial profits, and from farming goes tax-free. 
Perhaps heavy regressive taxes are necessary in wartime, but if so the 
pay-roll tax is certainly inferior to a flat-rate gross income tax falling on 
all groups. Opponents of all such measures argue, however, that net 
income taxes with exemptions, however small, for the lowest income groups 
could obtain needed revenue and checkmate inflation equally well and far 
more equitably than any flat-rate gross levy. 
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Taxation (Continued) 

Personal Income Taxes 

Personal income taxes are levied by the federal government and by about 
two thirds of the state governments. They now constitute the largest 
single governmental revenue source, being closely approached only by total 
corporation taxes. In the fiscal year 1938, before the recent sharp war- 
period tax increases, total personal income tax collections were slightly 
over $1,500,000,000, of which over five sixths went to the federal govern- 
ment. Personal income tax collections then accounted for about 10 per 
cent of total tax revenues, and for about 20 per cent of federal tax 
collections. Since then, state income levies have changed comparatively 
little ; but with the involvement of the United States in the war and the 
resulting tremendous financial needs, the federal levy has been increased 
drastically, both through raising rates and through lowering exemptions. 
In addition, collections have been increased by the rise in national income; 
since tax liability is stated in terms of percentages of net income received, 
the higher that net incomes go, the larger are tax liabilities. Substantial 
rate increases were enacted in 1940 and 1941, the income tax yield being 
virtually doubled by the tax bill of September 1941. Yet it was apparent 
even before the law had taken effect that much larger collections were 
necessary to check inflation in view of the armament program under 
way. Following the President’s budget message for fiscal 1943 the 
Treasury proposed tax increases of over $9,000,000,000, of which over 
one third y^as to come from the personal income tax, raising federal 
collections from that tax alone to over $8,000,000,000 annually. This 
sum greatly exceeded total federal tax collections in 1938, but it was 
apparent, to economists if not to Congressmen, that great further in- 
creases were necessary if the inflationary pressure was to be held in check. 

Under such circumstances, any detailed description of the personal 
income tax is certain to be out of date almost before it is written, espe- 
cially since exemptions and methods of calculating net income are often 
changed at the same time as rates. Under the schedules in effect early 
in 1942, rates ran from about 10 per cent on the first dollar of taxable 
net income to 81 per cent on all taxable income in excess of $5,000,000, 
the rates becoming steeply progressive for average families only in the 
income brackets above $10,000, a category embracing less than 2 per 
cent of the population. Most American families have always been com- 
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pletely exempt from the tax. However, the bill passed in October 1942 
substantially lowered the level at which real progression begins, with mar- 
ginal rates of about 25 per cent on $5,000 family incomes, and vastly in- 
creased the number of income taxpayers by lowering personal exemptions 
to $624 for a special 5 per cent “Victory Tax.” 

By law, a tax return must be filed by every person receiving gross 
income in excess of personal exemptions. These exemptions were, in 
early 1943, $500 per year for a single person, $1,200 for a married couple, 
and $350 for each dependent other than husband or wife. Above these 
exemptions, additional deductions from gross income are allowed for 
expenses necessary to earning one’s income (such as traveling expenses 
for a traveling salesman), for gifts to charity and other such causes, for 
most other taxes paid, for uninsured losses through accidents, thefts and 
natural catastrophes, and for certain other costs and expenditures. In 
addition, the law has long contained a peculiar provision which permits 
deduction of 10 per cent of all “earned” income in computing taxable 
net income, “earned income” being very loosely defined to include at 
least all income up to $3,000 per annum.^ After these exemptions and 
deductions, net taxable income remains. 

An additional levy effective on 1943 incomes was a special “Victory 
Tax” — in effect, a proportional 5 per cent net income tax on all income 
over an annual exemption of $624 per taxpayer. This tax of course 
greatly reduced the minimum income taxpaying level, and the majority 
of all earners are subject to at least some tax under the levy, which is 
collected at the source on most wages and salaries. A portion of the 
Victory Tax will be refunded to taxpayers after the war — 25 per cent for 
single persons and 40 per cent for married persons, plus 2 per cent for 
each dependent, except that the maximum refunds are $500, $1,000, and 
$100 on each year’s tax for the classes mentioned. If taxpayers currently 
buy government securities or pay life insurance or debts, they may count 
Buch payments as current deductions from Victory Tax liability up to the 
extent of postwar credits, in which case they of course are not entitled 
to the postwar refunds. This scheme of postwar refunds (or “forced sav- 
ing”) represented an adoption of a principle that had earlier been accepted 
in several other warring countries. 

The regular federal income tax is divided into two parts: a “normal” 
tax, which applies at a flat rate of 6 per cent on 1942 taxable net income, 
and a “surtax,” which applies at progressive rates at different levels of 
income. For 1942, for example, a four-person family having a gross in- 
come of $2,500 was entitled to $1,900 in personal exemptions and might 
have had about $200 of allowable deductions, leaving as taxable $400. 
On this sum they paid in 1943 the normal tax of 6 per cent on $360 
(deducting 10 per cent of taxable income under the “earned income” 


1 The original purpose of this provision was to give special consideration to earned 
as against unearned income. In practice, however, the primary result has been a 
general reduction in tax liabilities. 
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and the mimmum surtax rate of 13 per cent on the full |400 
^ince the ‘‘earned income” deduction is permitted only for the normal 
tax). Thus, their tax bill was $21.60 normal tax plus $52 surtax (in 
addition to perhaps $55 of net Victory Tax liability) . At the other ex- 
treme, a family with a taxable income of $1,000,000 would have been 
subject to the peak rate of 88 per cent (6 per cent normal tax plus 82 per 
«cnt surtax) , in addition to the Victory Tax. This does not mean that 
the 88 per cent rate would have applied to the entire taxable income, but 
rather only to that portion in excess of $200,000. On the portion from 
$150,0(X) to $200,000 the rate would have been 87 per cent ; on the portion 
between $100,000 and $150,000, 85 per cent; and so on down to the mini- 
mum normal plus surtax rate of 19 per cent on the first $2,000 of taxable 
net income. Thus the effective average rate is always less than the peak 
marginal rates paid. A provision of the 1942 bill also provided that in 
no case could taxes exceed 90 per cent of the taxpayer’s income, a pro- 
vision relevant of course to very few persons. 

These 1942—43 rates and exemptions meant that the average family 
paid the Victory Tax but did not pay any substantial federal income tax 
unless its income was well over $2,000; two years earlier the minimum 
level had been around $3,000. Even under the drastic increases in late 
1942, on a $2,500 income the average family paid only about $100 (in- 
cluding Victory Tax less postwar credit), or about 4 per cent of total 
income. On a $4,0(X) income the tax was near $400, or about 10 per cent 
of income, and on a $10,000 income it was around $1,900, or still under 
20 per cent of income. However, on very high incomes effective rates 
were stringent — for example, about 80 per cent, or $1,600,000, on a 
$2,000,000 income, assuming all inccnne to be derived from fully taxable 
sources (no tax-exempt securities or capital gains) and no capital losses 
or division of family income to minimize the tax. Actually, however, it 
is highly profitable for wealthy families to take advantage of all available 
legal loopholes, such as tax exempt securities, so that these figures sub- 
stantially overestimate tax payments in the majority of cases. 

Under the stress of vast war revenue needs, much pressure has been 
exerted for' imposing almost confiscatory rates on very large incomes; 
President Roosevelt proposed to Congress in early 1942 taxes making it 
impossible for anyone to have over $25,000 annual income after income 
taxes. However, even confiscatory taxation of such high incomes would 
absorb only a relatively small portion of total spendable income. To be 
an effective anti-inflation levy the tax must bear much more heavily on 
what are usually thought of as the “middle income groups” — families 
receiving from $2,000 to $15,000 per year — ^which still escape with rela- 
tively light burdens. This result could be obtained by raising rates on 
these groups or by lowering present exemptions. The latter method, 
while it draws new citizens into the income tax paying group, has the 
primary result of raising the effective rate on those groups already sub- 
ject to tax, by lifting their incomes into the higher rate brackets. 

Those favoring much heavier income taxes on the “middle income 
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groups!’ pwint to the still relatively light total tax: buraen on these 
groups, as indicated in the preceding chapter, and to the heavy, regressive 
^sumption and pay*roli taxes being imposed on the low income groups. 
Willie the United States federal income tax until recently surpassed the 
British rates on very high incomes, it has long been far lighter at the 
middle and low income levels. JEven before the present war, England 
had a base rate of 27^ per cent on all taxable income above smaller 
exemptions than ours, and since then English rates have been heavily 
increased so that even following our 1942 tax bill they were heavier than 
ours throughout, except for a small income range where the American 
“Victory Tax” applies below the British personal exemptions. However 
large a British income, it is virtually impossible to have over. the equiva- 
lent of about $25,000 in American dollars left after payment of taxes, and 
a four-person family receiving as little as $2,000 in 1942 paid over $300 
income tax. 

The manner in which income tax liability is computed has long pro-- 
vided certain major avenues of avoidance for federal income taxpayers. 
At least five of these loopholes are sufficiently important to merit special 
mention, even in a brief description of the levy; 

1. Interest on government securities, federal, state, and local, has long 
been exempt from income taxation, providing a wholesale avenue of 
avoidance for wealthy investors receiving large sums of property income. 
By investing in tax exempt securities such persons have been able to 
avoid the highest marginal rates to which their income would otherwise 
have been subject. Many persons, including eVery president since 
Harding, have repeatedly sought removal of this- inequitable provision, 
but Congress has steadfastly refused to change the law, partly because 
of opposition from those voters benefiting from the tax loophole, partly 
because of opposition from state and local governments whose securities 
would be made taxable, and partly because of hesitation to wipe out the 
“vested interest” in tax exemption of present holders of tax exempts. In 
1941 the Treasury ceased to issue securities exempt from fed^al taxation, 
and administration pressure on Congress to apply the federal tax at least 
to new state and local securities has been increased. Yet complete re-* 
moval of tax exemption remains largely in the hands of Congress,, which 
shows little inclination to change its long-standing position on the issue. 

2. By dividing family incomes among different members of the family, 
the highest income rate brackets may be avoided and the total tax 
reduced correspondingly. This is easily dope by transferring ownership 
of some of the family property to the wife or child, who then pays on his 
separate income at rates applicable to it, while the husband pays on his 
portion at rates applicable to it. Even at the relatively moderate 1940 
rates, division of a $100,000 income into two equal parts in this manner 
would have reduced the surtax from about $37,000 to $24,000, or by about 
13 per cent of total ^income. With present higher rates, the evasion ad* 
vantage is even further increased. This avenue of avoidance is also under 
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attack by Treasury officials, but Congress has repeatedly refused to 
remove this loophole for wealthy political supporters. 

3. Where wealthy persons exercise control over corporation policies, 
they have been able to reduce their personal taxes by retaining corporate 
profits in the firm rather than paying them out as dividends. Since only 
income actually received is subject to the personal income tax and since 
corporations have been taxed more lightly than persons would be on 
income so retained, in the past this loophole has cost the Government 
millions of dollars annually. In some cases, special dummy corporations 
have been established solely to utilize this evasion method. At present, 
however, even though the loophole has not been closed corporation income 
tax rates have been raised so drastically as to reduce greatly the possi- 
bility of tax avoidance through this method. The problem of taxing 
undistributed profits will be more fully considered in connection with 
corporation taxes; one solution proposed is a special tax on such profits, 
another is their taxation, even though undistributed, direct to the stock- 
holder. 

4. “Capital gains” on assets held over eighteen months have not been 
Subject to regular income tax rates. Instead, effective rates on such gain$ 
have been only 20 per cent for assets held between eighteen and twenty- 
four months, and 15 per cent for assets held over twenty-four months. 
Since under the law income becomes taxable only when realized and since 
the rates applicable to capital gains are so drastically below income tax 
rates for wealthy persons, by holding gains unrealized for over eighteen 
months wealthy persons can avoid a major portion of the tax that would 
otherwise apply. This loophole has been especially important for 
security investors during stock-market booms such as that of the late 
1920’s, although it is equally applicable to gains from appreciation of 
the value of any other asset. 

Some economists have suggested that the same remedy for this loophole 
could be used as for the undistributed profits tax gap — ^taxation of capital 
gains direct to the stockholder as a part of income even though unrealized 
or undistribqted. Others object strongly to this proposal on two grounds: 
first, that it is improper and inequitable to tax unrealized income, espe- 
cially in view of the great difficulties that might be faced by taxpayers 
with heavy liabilities but no cash realizations; and second, that the ad- 
ministrative difficulties of acceptably determining tax liabilities on capital 
gains under such an arrangement would be insuperable. Many who favor 
plugging the tax loophole but oppose the tax on nonrealized income sug- 
gest raising the rates on capital gains to levels more nearly equal to 
current income tax rates so that the possibility of evasion would be greatly 
reduced even though the tax could be avoided until realization. What- 
ever the method used, there is little excuse for permitting this loophole 
for wealthy investors to remain open. 

5. With a few minor exceptions, the federal income tax applies to 
money income only. Thus persons occupying homes that they own are 
placed at a substantial advantage relative to those who rent, especially 
since rent bulks so large in the average family budget. Many families 



TAXATION (CONTINUED) 765 

also obtain a substantial amount of real income in the form of self- 
produced food, but most such families are in the low income brackets 
where the tax would apply only slightly if at all. While failure to tax 
real income from owner-occupied homes (as is done in most other coun- 
tries) does not provide a major avenue of tax avoidance for the very high 
income groups, it does provide an important loophole for the middle 
income groups and seems clearly unfair as between individuals in the 
same groups. 

State personal income taxes are similar to the federal tax, with one 
major exception. The rates under all the state taxes are much lower, 
especially on the higher income brackets. In only seven states does the 
maximum rate exceed 7 per cent, and in several the effective rate on even 
very large incomes is only 2 per cent or 3 per cent. Until the heavy war- 
period federal rate increases, most state laws provided for exemptions 
somewhat lower than under the federal Act, but the $624 federal Victory 
Tax exemption reversed this situation. Quantitatively, state income 
taxes are unimportant compared with the federal tax, but combined 
with the federal tax they spread the income tax burden somewhat further 
down to the middle income groups. There is, however, some offset, since 
the federal government allows a deduction from taxable income of all state 
income taxes paid. 

incidence 

The incidence of the personal income tax is one of the easiest cases for 
determination. In general, it is safe to say that the incidence will be 
on the taxpayer; the tax cannot be shifted. Neither the demand for nor 
the supply of any good or service is likely to be affected by the tax to 
permit shifting. The prices an individual has to pay for the things he 
buys will not be any less simply because he pays an income tax.^ Nor 
will he be able to get any higher price for productive services that he has 
to sell simply because he has to give up part of his income in taxes. 
Merely because an employee has to pay an income tax, he does not 
become any more valuable to his employer — ^there is no reason to suppose 
the employer will pay higher wages than before. Merely because a 
resource owner has to give up part of the funds that he receives is no 
reason why his resource will command a higher price or rental from 
entrepreneurs. The upper limit to the wage or rent paid is set by the 
agent’s marginal value productivity, which is in no way increased by the 
tax. 

Just as the personal income tax cannot be shifted by a wage earner or 
rent receiver, so it cannot be shifted by an individual in business for 
himself, for instance, a lawyer. Imposition of the income tax on the 


* Although of course there may be a shift in relative prices because of the transfer 
of income from individuals to the government and hence to other individuals. The 
government may spend the funds on stenographers, whereas the individual would 
have spent them for an automobile. 
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lawyer does hot make his services any moreTahiable to bis clients — ^thare 
is no increase in demand to facilitate shifting. Nor is the tax likely to 
decrease the supply of lawyers’ sex vices. If it were a special tax on 
lawyers, it might well cause an exodus to other occupations, but the 
personal income tax is a general tax applying to personal income from 
all occupations. If a lawyer is making his optimum profit before the tax, 
he will still be best oil with his same fees after the tax. He -must give up 
a certain per cent of his earnings, but the larger the profit before payment 
of the tax the larger will be the remainder’ after the tax. The tax is 
unfortunate, from his point of view, but it does not affect the most 
profitable fees for him to charge. For him to raise his fees would decrease 
his profits, just as it would have done before imposition of the tax. 

Evaluation 

1. Effects on the distribution of income. From the point of view of 
equity, the personal income tax is widely agreed to be the best of all 
levies, since it is a progressive tax on the basis of net income received, 
probably the best available indicator of ability to pay. Although the 
extent of redistribution obtained depends also on the expenditure policies 
followed, use of the income tax makes possible any desired steps toward 
equalization of incomes through fiscal policy. Not only does it conform 
to ability-to-pay criteria as levied, but we can be reasonably sure that the 
incidence will be where it is intended, a rare virtue among taxes. Of 
course, no particular degree of progression is inherent in the income tax; 
the steep rate structure now in effect is almost entirely a product of the 
last decade and especially of the war demands of the past few years. The 
federal tax has long been a “rich man’s tax,” since not more than the 
upper 10 per cent of the population was appreciably affected by it. War- 
time reductions in exemptions and increases in rates greatly broadened- 
the range of income taxpayers, and the Victory Tax imposed a burden 
on nearly every income receiver. While effective rates have been in- 
creased greatly on the so-called “middle classes,” these groups still fare 
very well compared with the “poor” in the total tax picture, contrasted 
with the situation in, say, England and Canada ; and there appears still to 
be a strong case for increasing rates especially for the income levels, let us 
say, between $2,000 and $15,000. Many economists believe it would be 
desirable to place almost complete reliance on income taxes as the source 
of federal revenue, but since this is most unlikely, imposition of heavy in- 
come taxes on the low income groups, which are so heavily burdened by 
other levies, is not widely supported. None the less, exemptions might be 
substantially lowered to increase rates in higher brackets without greatly 
burdening those just above exemption levels. 

The personal income tax, equitable as it is, presents to the wary tax- 
payer several axenues for escaping the rates apparently applicable to 
nis income. Tax-exempt government securities, utilization of capital 
gains provisions, division of income for tax purposes, control over distribu- 
tion of corporate earnings, and direct constimption of real income have 
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been indicated ae perhaps the most important of these loopholes. Und^ 
the presrore of war, these gaps have been partially closed, but as long as 
such invitations to tax avoidance exist serious inequities as between indi- 
viduals, to say nothing of tax revenue losses to the government, are certain 
to result. 

With the present pattern of government expenditures, the highly pro- 
gressive impact of the personal income tax results in an obviously altered 
pattern of resource use, not only in the shift of resources from civilian 
to war production but also from “luxury” to more commonplace civilian 
goods. While much of the income tax paid by the upper classes comes 
out of funds that would have been saved had it not been for the tax, 
such heavy taxes as now must be paid surely impinge somewhat on con- 
sumption habits, especially for the “middle” income groups. When taxes 
bite into incomes of these groups, the demand for fur coats, Buicks, 
and fine houses suffers; when armament workers receive the funds the 
demand for more commonplace goods and services rises. Since late 1941, 
however, when government priorities and allocations began increasingly 
to control the use of basic resources, production has been guided only to 
a limited extent by consumers’ demands, and the effects of steep income 
tax rates have served only to reinforce policies primarily enforced by 
other methods. 

2. Effects on the level of national income and employment. Per- 
sonal income taxes are probably the least deflationary of any important 
revenue source that may be used to finance depression expenditures. In 
large part such taxes draw on otherwise “idle” funds, the expenditure of 
which then represents a net increase in total expenditures. By the same 
token, however, income taxes falling largely on the upper income groups 
have severe limitations as anti-inflation measures in boom periods, since 
they do not restrict consumption to anything like the full amount of the 
tax. Insofar as the income tax reaches far down into the low income 
groups, it loses some of its advantages as a depression tax and gains as 
a device for checking consumer spending and inflationary pressure. A 
special advantage of personal income taxes is that they may be made 
relatively flexible through the cycle — rates may be changed without 
severely disrupting economic organization or unjustifiably disturbing 
“vested interests.” But although the income tax may be made far more 
flexible than many other taxes in executing stabilizing fiscal policies, even 
it is far from satisfactory in its present form. Collections have long 
lagged at least a year behind rate changes since payments have been 
made only after the end of the year. Collection of income taxes weekly 
or monthly at the source out of wages, salaries, and dividends has proved 
highly satisfactory in England, Canada and other countries; adoption 
of this arrangement would greatly improve flexibility in the United States. 
Especially when consumer expenditures must be held down currently to 
check inflationary pressures, as in wartime, is source collection critical 
on a much wider scale than merely under the Victory Tax. 

Although the personal income tax does not represent a business cost 
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and restricts consumption only to a limited extent, some persons object 
to its use on the grounds that through the high rates on large incomes it 
deters investment and reduces the incentive to production. Any tax is 
deflationary, especially in depression periods; the proper claim for the 
income tax is that in such periods it is probably less deflationary than 
others, as well as being based more clearly on the “ability” principle — 
not that it is in itself inflationary or even neutral. 

The extent to which high income tax rates reduce the incentive to 
work and to assume investment risks in periods of relatively full employ- 
ment is much less clear. Much evidence indicates that as long as any 
substantial portion of increased earnings remain after taxes little reduc- 
tion in productive activity results, since relative incomes apparently are 
at least as important in providing incentives as are absolute dollar levels. 
Especially in the high income groups, the absolute desire for increased 
real income is likely to be less important than “keeping up with (or 
getting ahead of) the Joneses.” It is clearly true, however, that the 
federal income tax has provided a special inducement to avoid risky 
investments, for it takes a high proportion of very large profits but offers 
only a slight offsetting allowance if losses result. This criticism applies 
also to corporation income taxes, where it is likewise probably an im- 
portant factor in deterring risky investments, especially in depression 
periods. This particular deterrent effect could be largely eliminated by 
permitting taxpayers to average together earnings in good and bad years 
(let us say, over a five-year period) and to pay the tax on average income. 
And aside from the question of investment incentives, if we tax investors 
very heavily on large gains it seems fair that fairly large credits should 
be granted them on losses that may be incurred. 

In spite of its great virtues, the personal income tax is not a perfect tax. 
We have yet to solve the problem of taxing “capital gains” (that is, profits 
from increases in the value of securities and other property held) . Net 
income is not always an adequate test of a person’s ability to pay. Other 
loopholes in the law by which high income persons may escape the highest 
rates apparently applicable have been noted. Further, under present 
collection practices the lag in payments may be troublesome, for the 
individual as well as for the government. If you had a very large income 
last year and this year owe a large income tax on it, you may be in a 
very tight spot if your fortunes have suddenly taken a turn for the worse. 
Such tight spots arise in profusion when a depression suddenly strikes, 
as in 1930. Lastly, if we tax large incomes very heavily and make diffi- 
cult the accumulation or maintenance of large fortunes, we are likely to 
find future revenues from income and death taxes greatly reduced. But 
in spite of these drawbacks, genel’al agreement among economists remains 
that the personal income tax is the best of all taxes. 

Death and Gift Taxes 

Death taxes are of two sorts: estate taxes, which are levied on the 
entire estate of the deceased, regardless of its division among heirs; and 
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inheritance taps, which are levied on the individual shares received by 
the various heirs. An estate tax is levied by the federal government, add 
all states but Nevada have either inheritance or estate taxes, with inheri- 
tance, taxes slightly in the majority. 

The federal estate tax in 1^3 provided for an exemption of $60,000, 
after which rates rose to 70 per cent on that portion of estates in excess 
of $50,000,000. On the basis of these exemptions and rates, the yield 
for 1943 was expected to be around $500,000,000. 

State death taxes vary considerably in details, although in all cases 
the rates are far lower than the federal rates and in almost all the original 
exemptions are lower. Since the federal law provides that state taxes 
Up to 80 per cent of the basic federal tax can be deducted by the taxpayer 
from^ the federal tax payable,® most states have taken advantage of this 
provision by enacting states laws that take this 80 per cent for the state. 
The total collected by states in death taxes in 1938 was $145,000,000. 
Thus the total federal and state death tax yield is large, but still among 
the smallest of the major taxes. 

Both inheritance and estate taxes generally have progressive rate struc- 
tures. In the estate tax these progressive rates apply to the whole 
estate before division; in the inheritance tax the progressive rates apply 
separately to each individual share after a stated exemption for each 
heir. For example, under an estate tax a $100,000 estate would be 
subject to tax as a whole at progressive rates on that portion above the 
exemption. But if the estate were divided $50,000 to A, $30,000 to B, 
and $20,000 to C, under an inheritance tax A would be taxable at pro- 
gressive rates only on that portion of his $50,000 above his exemption, 
B on that portion of his $30,000 above his exemption, and C on that 
portion of his $20,000 above his exemption. Clearly government revenues 
are larger from estate taxes with any given level of exemptions, but 
many persons favor inheritance taxes as a more direct personal applica- 
tion of the ability to pay principle. 

The existence of substantial death tax rates creates a considerable 
incentive to avoid the tax by gifts made before death to heirs-to-be, 
especially since evasion of death taxes is virtually impossible* when estates 
are transferred through the courts. To plug this loophole, the federal 
gift tax taxes all gifts above exemptions at rates just three fourths of 
those of the estate tax.^ The exemption provided for the gift tax is 
also lower than that of the estate tax — $30,000 — but an additional excep- 
tion of $3,000 annually for each donee is granted each giver. The tax is 


® This 80 per cent deduction cannot bo made on specified portions of the increased 
federal tax recently enacted. 

^ There is some ground for having gift rates lower than estates rates. Under the 
gift tax the government gets the money sooner, so that at least an interest allowance 
is due the taxpayer on the period for which the money has been turned over to the 
government earlier than under the estate tax. However, the present differential 
rates make it possible to avoid payment of a considerable portion of the estate tax 
through a judicious program of gifts before death. 
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collected annually, but tiie rates are ciuuulative on taxable gifts made over 
the entire life of the taxpayer. In 1943 the federal government expected 
only $40,000,000 from the gift tax. Its importance is mainly in pre- 
venting evasion of the estate tax. Very few states have gift taxes, and 
the total yield of such levies is negligible. 

Iticidence 

The incidence of death taxes may be either on the owner of the estate 
or on his heirs. Ordinarily the burden cannot be shifted to anyone else, 
for there is no transaction by which the shifting can take place. Let us 
note the estate tax first. In many cases, wealthy individuals take out 
life insurance for the express purpose of paying estate taxes. In this 
case, the incidence of the tax is on the owner of the estate in the form of 
the insurance premiums paid — at his death the insurance company will 
pay the taxes and the entire estate passes on to the heirs. On the other 
hand, if the deceased has not provided insurance for death taxes, the 
incidence of the tax is on the heirs, since the estate they receive is de- 
creased by the amount of the tax. A will may be drawn so the burden 
is spread over all heirs, or definite sums may be bequeathed to some heiis 
with the residual, after paying taxes, to go to others. Under the latter 
circumstances the incidence of the tax is on the heirs who receive the 
residual portion of the estate. 

Under the inheritance tax, the incidence is likewise on the heirs unless 
the deceased has provided insurance for taxes, which is somewhat less 
common than for estate taxes. The tax rate applicable to each individual 
heir is determined by his particular inheritance. The incidence of the 
gift tax, which is very similar to the inheritance tax, is generally on the 
recipient, unless the donor makes a gift and arranges to pay the tax 
himself (possibly by making the original gift larger by the amount of 
the tax) . 

It is important to remember that estate and gift taxes are exclusively 
^‘rich man’s” taxes with present high exemptions. Only a very small 
percentage of the population ever accumulates an estate of $60,000 to pass 
on at death* and the vast majority of estates completely escape death 
taxes. 

Evaluation 

Death and gift taxes are good taxes from the point of view of ability to 
pay. Though less directly tied to income than personal income taxes, 
their incidence is directly on either wealthy donors or recipients getting 
large sums, and shifting is virtually impossible. Both “liberals,” whose 
interest is only progression, and “radicals,” who want to eliminate 
inequality completely, can support such levies wholeheartedly. The 
plainest effect of present rates is the reduction in the size of very large 
family fortunes passed from generation to generation. This reduction 
has been rapid under recent high death tax rates, and an accelerated rate 
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msy be expected if existing death and inconee levies are retained. -If it 
is desired to redistribute income and ownership of wealth, this is an 
effective and equitable way of doing it in a manner that generally seems 
less objectionable to taxpayers than equally heavy income levies that take 
the funds during the lifetime of the decedent. 

By decreasing the large incomes that have resulted from great accumu- 
lations of wealth, death duties also decrease savings and society’s rate 
of capital accumulation. Such high income and death tax rates as now 
exist in this country act faster than is often recognized in breaking up 
large fortunes and incomes based on them. Some persons feel that by 
removing the possibility of building up and passing on huge fortunes in 
the future, heavy death duties will remove a major incentive to business 
enterprise and eflSciency. Others argue that in large part it is relative 
position, rather than absolute wealth or income, that determines prestige 
and motivates the desire for large incomes and fortunes. So long as death 
taxes are less than 100 per cent, there remains the incentive to accumulate 
and pass on as much as possible above the tax burden. Surely the depres- 
sive effect of death duties is small compared with that of other levies. ■ 

It is not easy to say whether estate or inheritance taxes are preferable. 
If the incidence is on the owner of the estate during his lifetime, the 
estate tax conforms closely to ability to pay, since the rates are graded 
according to his entire estate. But if the incidence is on the heirs, the 
inheritance tax is clearly more equitable, since the rates on each share 
are graded according to the size of that share. The estate tax raises 
more income (since it applies to the undivided estates and hence higher 
rates are applicable) and is easier to administer, but on the equity score 
inheritance taxes are often considered preferable. In any case, the vast 
majority of estates and inheritances escape completely or pay very little 
in death duties. 

Death taxes are obviously of little significance for fiscal stabilization 
purposes because their yield is so slow and uncertain, and while this 
yield is substantial it is small compared with that of other tax sources. 
For their justification death duties must rest primarily on the desire for 
redistribution of wealth and income in favor of the poor. Cfn that score 
they rate very high. 

Corporation Income Taxes 

Income taxes on corporations are levied by the federal government 
and by almost three fourths of the state governments, such corporate 
levies occupying a position roughly correlative to personal income taxes. 
In 1938 total corporate income tax revenue was about $1,750,000,000, of 
which about $1,500,000,000 went to the federal government. Like the 
personal income tax, corporation income taxes have been increased re- 
peatedly since 1938, yielding by 1943 well over five times as much as 
then. The basis of this huge increase was drastic increases in tax rates 
and soaring corporate net incomes under the stimulus of the war program. 
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At present corporate and personal income taxes account for almost one 
third each of total federal tax revenues, the remaining third being made 
up primarily by consuunption and pay-roll levies. 

The federal income tax on corporations is separated into two parts, 
a “regular” income tax with normal and surtax rates and an “excess 
profits” tax. Under the provisions in effect during 1942, all net income 
of corporations making' over $25,000 a year was subject to a normal tax 
tff 24 per cent, somewhat lower rates being provided for smaller firms. 
In addition, a surtax of 10 per cent on the first $50,(X)0 and 16 per cent 
on all additional income was imposed. Beyond this regular income tax, 
the corporate excess profits tax applied at a flat rate of 90 per cent on all 
excess profits, except that total federal taxes on corporation income could 
not exceed 80 per cent of surtax net income. Two special provisions were 
introduced by the Revenue Act of 1942,' one providing for a 10 per cent 
postwar refund of the excess profits tax paid, and the other providing that 
corporations might average out gains and losses over a period of three 
years in computing tax liability for any year. Moreover, the option 
given corporations in computing excess profits permitted many firms to 
escape the highest excess profit rates. Excess profits could be measured 
as any earnings in excess of 95 per cent of average earnings over the 
period 1936 through 1939, or as any earnings in excess of 8, 7, 6, or 5 per 
cent of invested capital for small to very large firms, respectively. In 
effect, this option meant that during the rearmament boom of the early 
1940’s many booming industries, by taking advantage of the average 
earnings option, made huge returns on invested capital without becoming 
subject to peak tax rates since they had also shown high earnings in the 
preceding four years. This was especially true of such heavy industries 
as steel and metal products, which had early felt the effect of European 
war demands. 

Like personal income taxes, levies on corporate income have been rapidly 
pushed upward imder the impetus of the need for war revenue, through 
increases in both surtax and excess profit rates. Such drastic corporate 
taxes are advocated especially in wartime because many of the largest 
profits are shown by producers of war materials. It seems equitable, 
therefore, to many persons that such war profits should be recaptured 
to prevent the enrichment of “war millionaires.” Furthermore, drastic 
rates on excess profits appear to be a necessary basis for any concessions 
of wage-earning groups who are asked to refrain from demanding higher 
wage rates that would increase inflationary pressures. 

The personal income tax is a levy on “personal net profits,” but while 
the corporate income tax is likewise applicable to net profits as defined 
by business accounting methods, it is not a tax solely on “economic 
profits,” a fact significant for the analysis of tax incidence. Taxable 
cojporate net income includes all profits made by the corporation, before 
dividend payments. Interest payments on bonds are a deductible cost; 
dividends on stocks are not. In preceding chapters it has been empha- 
sized that interest on proprietors’ investments is as real an economic 
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cost SpS interest on borrowed funds in determining ^*pure” or **economic” 
profits. Thus when stockholders buy shares they receive their interest 
in the form of dividends, part of which must therefore be charged as a 
cost of doing business. When a corporation earns a net taxable income 
but this income is not large enough to pay stockholders dividends equal 
to the going rate of interest on their investment, the income tax must 
be paid even though the corporation is making an “economic” loss. The 
general effect of this method of tax calculation in encouraging bond rather 
than stock financing is obvious. 

The rates of state corporate income levies are all much lower than the 
federal rates, though together with federal taxes they sometimes approach 
a 100 per cent marginal rate on very large incomes. However, the federal 
government permits deduction of state taxes paid in computing federal 
liability, so effective rates can never exceed 100 per cent. Considerable 
diversity exists among state laws, but the quantitative importance of such 
taxes is not sufficient to merit a detailed discussion of their differences. 
Many of them are franchise taxes, using net income only as a measure of 
the value of the corporate franchise to do business during the year. In 
general, however, their effects are similar to those of the federal tax, but 
on a greatly reduced scale. 

Incidence 

It is convenient to consider the incidence of corporate income taxes 
separately in the short and long runs. 

1. In the short run it is reasonably certain that corporation income 
taxes will not be shifted, no matter whether the corporation holds a 
strong monopoly position or operates under purely competitive conditions. 
If a corporation is operating at its maximum profit output and price 
before imposition of the tax, this optimum output and price will be un- 
changed after the tax. Neither demand (marginal revenue) nor marginal 
costs are changed by the tax, and the same output and price would still 
give the maximum profit before payment of tax. Unfortunately for the 
corporation stockholders and executives, part of those profits now have 
to be paid out as taxes before funds are available for dividends; but 
the amount left for the stockholders will be more if profits before' taxes 
are at a maximum than if profits before taxes are at any lower figure. 
The corporation is in the same position as the lawyer considered in 
connection with the personal income tax. The tax does not make it 
profitable for the enterprise to reduce output and charge a higher price 
nor does it enable the enterprise to pay lower prices for its productive 
services. In the short run, the corporate net income tax is borne by 
the stockholders, through lower dividends and/or through reduced stock 
v^alues, and quite possibly by corporate executives whose bonuses are 
based on net earnings. 

2. In the long run part of the tax may be shifted, but most of it is likely 
to remain on the stockholders and corporation executives. As in the 
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short run, there is no reason to suppose that demand for the corporation’s 
products will increase as a result of the tax; therefore any forward shift- 
ing must come through a decrease in supply. There is no reason to 
suppose a change in the supply of productive services offered as a result 
of the tax; therefore any backward shifting that is to come must come 
through a decreased demand by corporations for productive services. A 
decreased supply of finished products or a decreased demand for pro- 
ductive services, making possible respectively forward or backward 
shifting, might come either (a) through a shift of investment away from 
corporations to other business forms or (b) through an outright with- 
drawal of investment from business and its use for consumption. If the 
tax is to be shifted one of these must occur. 

a. What likelihood is there that investment will shift away from the 
corporate form into other forms of business organization, thus eventually 
raising prices of corporate products and lowering prices paid for cor- 
porate-used productive services? Such a shift might occur if the net 
yield on corporation stocks were forced below the going interest rate by 
the special corporate tax. But probably there is comparatively little 
likelihood of a shift away from corporations to other forms of business 
organization even though corporate income is sharply taxed, for two 
reasons. First, other forms of business organization are also taxed. 
Second, the corporation form is almost essential in financing and operating 
large-scale enterprises. The fact that in most cases such a shift away 
from corporations has been either unnecessary or impractical is evidenced 
by the continued and ever-increasing investment in corporate enterprise 
in spite of the high yields of the corporation income tax. 

b. What likelihood is there that investment will simply be withdrawn 
and consumed because of the corporation income tax, thus eventually 
raising prices of corporate products and lowering prices paid for cor- 
porate-used productive services? This conclusion might follow from the 
above conclusion that there is not much opportunity for investment to 
move into other forms of business organization to escape the tax. Espe- 
cially might* this be true if taxes forced down the rate of return to 
stockholders considerably below some going rate of return to which they 
have become accustomed. But how many people would in that event 
simply withdraw their corporate investments and use the funds for 
consumption purposes cannot be told. Not many, from all available 
evidence. The fact is that we have continued to save large proportions 
of the national income except in very bad years, and a large amount of 
this saving has gone into corporate stocks. How much, if any, lower this 
rate of savings and investment has been than it would otherwise have 
been because of the burden of the corporate income tax on the most 
practical form of investment, no one knows. 

In general, therefore, very little of the corporate income tax is likely 
to be shifted either forward or backward, even in the long run. Since 
all investment opportunities are taxed and since a shift from corporations, 
even if they are higher taxed, is usually impractical, shifting, which 
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depends on movement of invesfement away from the taxed area and a 
reduction in corporate output and employment, is unlikely to result. 

While the tax is generally not shifted to productive agents or con- 
sumers, it does encourage the use of bond rather than stock financing. 
Since interest on bonds constitutes a deductible cost while dividends do 
not, by shifting from stock to bond financing corporations can minimize 
their income tax liability. Some evidence exists that such a shift has 
been expedited by the corporate income tax in its present form, but again 
there is no accurate way of telling the quantitative importance of the 
tax factor. There are so many other reasons why people prefer stocks 
to bonds, or vice versa, that it is impossible to isolate the importance 
of the tax factor. We can say only that, other things equal, the corporate 
income tax leads to a shift in corporate financing from stocks to bonds. 

Evaluation 

1. Effects on the distribution of income. Taxes on corporate income 
conform fairly well to the criterion of ability to pay. The burden is 
largely on corporate security holders, and most such securities are held 
by the upper and middle income groups. However, the corporate income 
tax falls considerably short of the personal income tax on this score. 
The corporate tax, to the extent it is an ability-to-pay tax, must assume 
that income from securities is a satisfactory measure of taxpaying ability. 
This may or may not be the case. Mr. A, who has an income of only 
$2,000 annually, may own a few shares of General Motors. He will 
lose perhaps as much as 75 per cent of his potential income from dividends 
because of corporate income taxes. The millionaire owner of General 
Motors stock loses exactly the same percentage through the tax. Though 
in general corporate income taxes fall primarily on well-to-do people, 
they represent only a rough application of the ability-to-pay principle. 
“Ability to pay” is a concept that applies only to persons, and the 
personal income tax is a far more direct application of this principle than 
taxation of business income that combines the incomes of many persons 
of diverse economic positions. * 

The heavy excess profits tax has been widely favored as an especially 
equitable type of income tax which helps close the loophole in the personal 
income tax through retaining corporate earnings in the firm. That this 
tax is, however, at best an unsatisfactory makeshift in patching up 
personal taxes has already been indicated. The failings of the tax from 
the equity standpoint are greatly increased by the discriminatory method 
of calculating excess profits subject to tax, which permits many high 
income corporations to escape through choosing the average earnings 
option. 

The benefit principle has also been invoked in support of corporate 
income taxes. By granting a corporation a charter the ■ government 
bestows upon it certain privileges not available in other forms of business 
organization. It is therefore regarded as equitable that the government 
should recoup some of the fruits of this special privilege through taxatjpn. 
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This argument appears to have considerable validity, but it ought not 
to be confused with a tax on the general benefits provided by govern- 
ment to all types of business. A special tax on corporate income can 
be justified on the benefit principle only insofar as the benefits are 
special to corporations. If the benefits bestowed are general to all 
businesses, the tax based on them should also be a general tax on all 
businesses. 

2. Effects on the level of production and national income. Taxes 
on net income impose no burden on marginal costs and hence do not 
have the same direct deterrent effect on production and employment as 
do excises and sales and pay-roll taxes. On the other hand, the level 
of investment depends on profit expectations, and a tax that absorbs 
a large percentage of any profits above what are considered “normal” 
levels necessarily removes a considerable portion of the inducement to 
invest. Especially is this deterrent effect likely to be important in cases 
where risk bulks large. Under existing laws a very large proportion of 
any extraordinary profits are certain to be absorbed by taxes, but the 
compensating credits allowed in case of losses are far more restricted. 
Naturally, investors tend toward more conservative, low-yield invest- 
ments under such tax arrangements. While this tendency may be 
thought generally desirable, in depression periods it is essential that 
“risky” investments be undertaken if full-fledged recovery is to be ob- 
tained, and a tax structure that specifically penalizes such investments is 
hard to defend. The pressure of present tax arrangements toward a shift 
from equity to bond financing is likewise felt by many persons to be 
undesirable because fixed obligation financing is likely to intensify any 
deflation that may develop. When businesses have fixed cash charges 
to meet they must liquidate enough assets to meet the obligations or 
accept bankruptcy, however ill-fitted the period may be for such liquida- 
tion. On the other hand, a business financed primarily by stocks is free 
from the pressure to meet bond interest payments during deflationary 
periods. Given equity financing, when earnings are made they can be 
paid out, bul if no dividends are paid there is no resulting bankruptcy. 

In an inflationary period such as recent years the corporate income 
and excess profits taxes may have important fiscal-political functions in 
addition to the actual funds that they transfer out of the income stream 
to the government. Without very heavy profits taxes it has proved 
politically impossible to obtain effective restrictions on other inflationary 
pressures, particularly personal incomes received by wage earners and 
farmers, the two major political pressure groups in recent years. Thus 
the importance of steep excess profits taxes in checking inflation may be 
all out of proportion to their actual fiscal magnitude if they help make 
possible effective controls on spendable incomes of the middle and lower 
income groups where the great bulk of total spendable income is received 

The Taxation of Property 

Property taxes have, until the present war, been far the most important 
single tax source in the United States, accounting up to 1941 for roughly 
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one third of all taxes collected. They are also the oldest major source 
of tax revenue. The federal government levies no property taxes, and 
state governments now receive only about |200,(X)0,000 annually from 
this source (though property taxes were long the most important state 
revenue source). But local governmental units obtain almost $5,000,- 
000,000 annually — ^virtually their entire income — from property taxes. 

Property taxes fall into two major categories: taxes on “real property” 
— ^that is, “land” and improvements on the “land”; and taxes on “per- 
sonal property” — that is, property other than “land” and improvements 
on it. A further subdivision of personal property is often made into 
“tangible” personalty, such as furniture, automobiles, machinery, and 
clothing, and “intangible” personalty such as stocks and bonds, money, 
bank deposits, and mortgages.® Property taxes vary considerably as 
between various taxing units. Some governnaental units tax only real 
property; others tax all property at identical rates; others exclude in- 
tangible property, or apply a special low rate to it. Moreover, the 
administration and incidence of taxes on various types of property is 
likely to be quite different. 

Administration 

How does the property tax actually “work” in practice? The general 
practice is for local units — towns, water districts, school districts, counties, 
road districts, and the like — annually or biennially to estimate the expendi- ' 
tures required for the coming year or two years. These estimates, when 
finally accepted by those in control, constitute the amount to be raised, 
and the major source is the property tax. Meanwhile, the property to 
be taxed has been assessed (anywhere from annually to once every five 
years) by assessors hired by the government, and the assessed value 
of the property placed on official “tax lists.” Then the amount to be 
raised by property taxes is compared with the assessed property values 
shown by the tax list, and the tax rate necessary to raise the funds is 
determined. For example, if $10,000 is to be raised and the total assessed 
valuation is $1,000,000, then a tax rate of 1 per cent on assessed valu- 
ation is necessary to raise the funds. (Often this rate is quoted as 
10 mills, to show that the tax would be 10 mills on each dollar of valu- 
ation. Sometimes it is quoted as $1 per hundred of assessed valuation.) 
The tax is then levied and collections made by the tax collector. 

Actually, the administration of this process has been shamefully 
inefficient. Even in the case of real property, assessments have been 
indefensibly bad over a large part of the country. Land and houses 
carmot hide. Yet in numerous cases efficient assessment surveys (often 
now conducted by aerial photography) have revealed large numbers of 
rural and urban properties that have never even been listed for taxation. 
Furthermore, even for property that is assessed there is a tremendous 
variation in the level of assessment. In almost all cases it is true that 


* In general, intangible personal property consists of documents showing owneraiiip 
of, or claims on, wealth or income, while tangible personalty is wealth itself. 
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low-priced real property is overassessed relative to high-priced real 
property (that is, assessment is “regressive”) — ^largely because most 
assessors have no idea of the value of expensive properties and hence 
depend on the figures suggested by owners or simply follow past assess- 
ments. In a recent Texas study it was found that assessments of real 
property varied from less than 10 per cent to over 110 per cent of actual 
sale value, with the largest percentage of the cases falling in the 20 per 
cent-30 per cent bracket. So long as all property within a taxing juris- 
diction is undervalued by the same percentage, no injustice to indi- 
vidual taxpayers is done, since the tax rate is simply that much higher 
per dollar of assessed valuation in order to raise the required funds. But 
when some property is assessed at a larger per cent of actual value than 
other property in the same tax district, the more highly assessed property 
receives more than its share of the tax burden. 

Bad as the assessment of real property is, that of personalty is far 
worse. Here the results have been ludicrous in many cases. The situa- 
tion in Wisconsin before the reforms carried out by a newly created 
tax commission is indicative. One year eighteen counties listed no 
grain or farm products; twenty-three counties listed no household furni- 
ture above the $200 per house exemption; one county listed not a single 
watch. Very recently, the Federal Bureau of Public Roads estimated 
that about 40 per cent of all automobiles susceptible to property taxa- 
tion have never even appeared on the tax rolls, much less been assessed 
accurately. And in assessment of intangible personalty, the results 
reach the extreme of futility. There have been numerous cases where 
entire counties have failed to show any bank deposits on the tax lists, 
in spite of the fact that numerous banks were operating openly within 
the county. In Cook County, Illinois (Chicago), the per capita listing 
of money one year was 64 cents and that of credits 45 cents, in spite of 
the fact that bank deposits alone totaled far over a billion dollars, to 
say nothing of other credits and actual cash. In one famous year (1912) , 
Kentucky obtained more revenue from the dog tax than from the tax 
on all stocks, bonds, money, and credits. 

The assessment of personal property is faced with certain difficulties 
that are more serious than for real property. Real property cannot hide, 
but many types of personal property are relatively easy to conceal. This 
is especially true of intangibles, for the assessor has no right to invade 
your safe deposit vault nor to pry into your personal affairs in the hope 
of uncovered unlisted intangibles. Part of the bad assessment results 
may be excused on such grounds, and part of the unequal assessments 
may be explained by the fact that accurate assessment is tremendously 
difficult, especially for large industrial plants and utilities. But the 
major blame must fall on inefficiency and the lack of real effort to enforce 
the laws. In many cases local administrators make little pretense of 
enforcing statutes requiring taxation of all property. This is especially 
true in regard to intangibles, where often all pretense of enforcement has 
been given up. It may be impossible to assess some sorts of property in 
accordance with existing laws, but there can be little justification for 
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simply disregarding the law. If we are unable or unwilling to enforce 
existing laws, surely the thing to do is to repeal them or re-enact them 
in a workable and acceptable form. This latter step has finally been 
taken by many governments— intangibles have been legally exempted 
from taxation, or a special low rate has been applied to them in the 
hope that owners will voluntarily list intangibles for taxation at the 
lower rate.® 

In many areas the collection of the property tax, once levied, is hardly 
better than assessment procedures. In most cases, local tax collectors 
are of the same caliber as the assessors, and the “collection” process often 
consists solely of publishing a notice that taxes are due and sitting in 
the collector’s office to await the taxpayers. As a result, often a large 
percentage of taxes levied goes uncollected, especially in depression years. 
The worst major example was Chicago during the depression of the 
1930’s — even as late as 1938 almost $250,000,000 of uncollected property 
taxes were outstanding. Partially this was due to economic conditions, 
but also in large part to an inefficient collection system. At the other 
extreme are cities like Cincinnati and Milwaukee, which collected 95 
per cent of their total levies on time in the same year. To the extent 
that part of the levy is uncollected, or late in collection, nonpayers escape 
or postpone their share of the burden, and the operation of the public 
economy is hampered. Property tax administration is not inefficient 
everywhere, but the areas of marked inefficiency are so prevalent that it 
is necessary to recognize these inefficiencies specifically if we are properly 
to analyze and evaluate the property tax. No other major tax is open 
to anywhere near as much criticism on this score. 

The prevalence of inefficient administration of property taxes has 
important results. Assessments tend to be regressive; assessment pro- 
cedures have been especially susceptible to manipulation and graft, to 
“arbitrary” action of government officials and powerful private indi- 
viduals; at bottom, poor administrative procedures often reduce to the 
inefficiency of untrained, politically appointed local assessors coupled with 
a public attitude that it is quite justifiable to evade these taxes “if you 
can get away with it.” The inequities and uncertainties in assessment 
and collection procedures are important factors to be taken into account 
in evaluating the effects of various types of property taxes; tax inci- 
dence analysis must take into account administration differentials if an 
accurate picture is to be obtained. 

Taxes on personal property 

Recognizing the existence of these administrative weaknesses, the inci- 
dence of personal property taxes may be considered briefly. The prop- 
erty tax on household goods, clothing, and other belongings used for 

®This exemption or special rate on intangibles is also sometimes justified by the 
argument that taxation of intangibles at regular rates may result in serious double 
taxation. For example, if a mortgage is taxed on its full value and the mortgaged 
farm is also taxed at full value, the same property is being taxed twice under the 
property tax. 
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direct consumption obviously cannot be shifted, for there is no later price 
transaction through which the shifting could take place. If consumers 
anticipate the tax, they might be willing to pay less for purchases, but to the 
extent that the tax applies equally to all property held (purchases made) 
there is little reason to suppose that consumers’ demands for various 
products would change. 

The tax on personal property used in business (that is, on oflSce equip- 
ment, machinery, and raw materials) may or may not be shifted. Inso- 
far as this tax applies to all businesses (and almost all businesses use 
some personalty) , there will be no place else for investment to shift to 
escape the tax, and the effect will be simply to reduce the net earnings and 
“going value” of all business enterprises. This process will be discussed 
more fully in the following section on “real property,” where it is charac- 
terized as “capitalization.” The burden of taxation on personal prop- 
erty, however, varies substantially between different business enter- 
prises. To the extent that this variation is important enough to lead to 
shifting of resources, the tax on business personalty will lead to a shift 
of investment away from businesses using much taxable personalty to 
those using little. Actually the personal property tax, as administered, 
is probably not suflBciently important in the calculations of most business 
enterprises to lead to such shifts on any very large scale. Where it does 
reduce the production of any good through inducing shifts of investment, 
the tax will be to that extent shifted forward to the consumer or back- 
ward to owners of productive resources, depending on the relative elas- 
ticities of product demand and resource supplies and on the degrees of 
monopolization in the various markets concerned. The general principles 
of shifting are similar to those discussed in connection with excises, and 
they need not be restated in detail here. 

Taxes on "improvements on real property" 

The immediate burden of a new tax on improvements will be on the 
owners of such property — houses, store buildings, factory plants. There 
is nothing in the tax itself to increase demand for these improvements 
(either when rented or purchased outright) , or for the goods that they 
produce; there is no reason to suppose that the existing quantity can be 
sold or rented at a higher price just because of the tax. 

Given time for adjustment, however, the tax will ordinarily be shifted 
either forward or backward. The tax burden will discourage the pro- 
duction of new “improvements.” Some substitution of nontaxed produc- 
tive agents (especially human labor) for “improvements” used in pro- 
duction may occur. Owners of agents specialized to various aspects of 
construction will either have to take lower returns or find their services 
partially unemployed as construction activity declines. Insofar as 
substitution of nontaxed agents is possible, consumers may face little in- 
crease in prices. On the other hand, to the extent that nontaxed invest- 
ment opportunities are available elsewhere, improvements such as build- 
ings and fixed machinery will not be replaced and investment will be 
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shifted, reducing production and raising prices of both improvements and 
final products if the improvements are themselves productive resources. 
The general analysis of shifting is identical in principle with that dis- 
cussed in connection with excises. Since ultimately the quantity of 
improvements will be less than if there had been no tax, the price of the 
improvements will be increased, thus shifting part of the tax burden 
forward to purchasers and renters of improvements and on to final con- 
sumers. But those owning taxed property at the time of imposition of 
a new tax will only gradually recoup part of the tax from buyers or 
renters. Since such property is ordinarily very durable, the new units 
appearing on the market in any given month or year constitute only a 
small proportion of total offerings. It takes a long time for curtailed 
production and depreciation of old property to result in markedly reduced 
offerings and hence higher prices. In the short run the tax may be borne 
entirely by the improvement owners. But in the long run, a differential 
tax on some investment opportunities is shifted as investment is trans- 
ferred to more attractive fields. Thus heavy real property taxes on im- 
provements constitute a major barrier to new construction and other 
improvements on “land.” 

There is one special case in which a tax on improvements is not shifted, 
even in the long run. The tax on owner-occupied homes cannot be 
shifted (except possibly through higher rents to roomers) because the 
owner-occupier has no price transaction through which to shift the 
burden, and such taxes account for almost $1,000,000,000 annually. 
The case is analogous to taxes on personal property used in direct con- 
sumption, such as clothing and furniture. 

Taxes on real property ("land") 

Precise separation of “land” from “improvements” on it is virtually 
impossible. A piece of farm “land,” for example, is ordinarily soil partly 
built up by natural. forces over centuries and partly by a variety of direct 
and indirect human activities, such as use for farming purposes, ,appli- 
cation of fertilizer, irrigation, and so on. To a considerable extent the 
amount of different types of “land” is variable by human activities. In- 
sofar as the amount of “land” of any type- is so variable, a tax on it will 
have the same sort of effect as a tax on such improvements as buildings, 
if other, less heavily taxed investment opportunities are available, in- 
vestment will gradually be shifted away from “producing” or building 
up taxed real estate. As this shift of investment continues, the amount 
of “land” will decline, its price and the price of its products will rise, and 
gradually the tax will be shifted,’ even though the process may be very slow 
in view of the relatively inelastic supply of most types of “land.” 

On the other hand, insofar as the amount of “land” of any type is 
completely outside the control of human activity, the tax obviously 
cannot be shifted and must be borne by the owner at the time of imposi- 
tion. The tax reduces the amount potential buyers will pay^ for the 
“land”; it does nothing to increase demand for the services of the “land.” 
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Since the amount of the given type “land” is by assumption fixed, invest- 
ment cannot be withdrawn through shifting depreciation allowances to 
other fields, as may be done with improvements, and there is no alterna- 
tive for the owner but to bear the burden of the tax. 

Since every piece of “land” is to some extent fixed in quantity and is 
to some extent subject to control by human activities, the net result of 
a new “land” tax in any case is almost certain to be a partial shifting 
and a partial final imposition on the owner. In the case of farm land, 
where soil maintenance and building practices play an important role, 
a heavy differential tax would be likely to be shifted in considerable part. 
On urban sites and mines and quarries, where current depreciation sub- 
ject to replacement or shift to other investments is very limited, shifting 
is much more difficult. In all cases, since the range of less heavily 
taxed investment opportunities is definitely limited, the effect of the tax 
in decreasing the supply of “land” is greatly lessened. To- the extent 
that shifting does not occur, the tax is likely to be “capitalized” on the 
present owner, in a manner to be considered presently. 

Severance taxes 

Severance taxes are taxes imposed on the value of raw natural re- 
sources as they are obtained from their natural state. Such taxes, for 
example, have sometimes been imposed on timber as it is cut and on 
ore and oil as they are extracted from the ground. Though relatively 
unimportant in fiscal terms, such levies have marked effects on the 
utilization of resources that merit special mention. 

There is no way whereby the owner of natural resources can shift a 
severance tax imposed on his property. The tax does not increase the 
demand for the timber or oil that he owns. He cannot shift the burden 
backward onto productive agents that he hires, or onto future buyers of 
the property, since all future buyers will presumably take into account 
the necessity of paying the tax in determining the price that they are 
willing to offer. The incidence of the severance tax, like that on the 
fixed supply portion of “land,” is on the owner and cannot be shifted, 
even in the long run. However, while property taxes tend to speed up 
the use of natural resources such as forests (since the sooner the forest 
is cut the shorter is the period for which taxes on the trees must be paid) , 
severance taxes have exactly the opposite effect. Since the tax is im- 
posed only when the severance of the resource occurs, the owner is likely, 
rationally or irrationally, to delay as long as possible to avoid having 
to pay the tax. 

Capitalization 

If a real property or severance tax cannot be shifted, the net return 
on the property is correspondingly diminished. Since the price that any 
buyer is willing to pay for a productive agent is determined largely by 
the capitalized value of the future net incomes that he expects to receive 
from it,*buyera will be willing to pay less for the land after the tax has 
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been levied; and the capital value of the land is thus decreased by the 
imposition of the tax. Under such circumstances, therefore, the tax is 
often said to have been “capitalized.” Any future buyer of land on 
which a property tax has been levied will take into account the necessity 
of paying the unshiftable property tax and will not invest in the land 
unless the price is low enough to provide a net return after taxes equal 
to that obtainable on investment elsewhere. 

The crucial fact about capitalization is that, through forcing him to 
pay the unshiftable tax and forcing down the capital value of his prop- 
erty, it puts the burden of the capitalized tax exclusively on the owmer 
of the land at the time that the tax is levied. Any future buyer will not 
bear the burden of the tax, because he has anticipated the tax in the 
price paid for the land and hence realizes a return after payment of the 
tax equal to what he could have received on nontaxed or less heavily 
taxed investments; future owners buy “tax-free.” 

Examples of capitalization may be found in other fields as well. 
Suppose that a perpetual bond with a face value of $1,000 yields 5 per 
cent and the going interest rate is also 5 per cent. Then the market 
value of the bond will be $1,0(X). Now suppose a special, nonshiftable 
tax of 2 per cent of the face value of such bonds is imposed. This wil 
reduce the net yield from $50 to $30 annually, but will not affect the 
yield of other investments. Therefore investors will be willing to pay 
only three fifths as much as before, or $600, for the taxed bond. At a 
price of $600, the net return of $30 on investment in the bond is 5 per 
cent, just equal to the return obtainable elsewhere. Obviously investors 
will not now be willing to pay more than $600 for the taxed security — 
the special nonshiftable tax is capitalized. Any buyer at $600 in effect 
buys free of the burden of the special tax since he receives his 5 per cent 
on the investment.^ 

Although actually capitalization does not always work out so pre- 
cisely, it is of great importance in connection with the real property tax. 
It is of special significance in considering proposals to decrease the tax 
on real property. If present buyers have bought at lower figures because 
of the tax (thus capitalizing the burden on earlier owners) , to lower the 
property tax now would be to give a subsidy to present owners through 
increasing the capital value of the land. A good deal of the present 
argument that “land” is too heavily taxed is therefore invalidated by 
the fact that much of the “land” tax has long since been capitalized — 
heavy property taxes have long been prevalent and most buyers have 
bought expecting the taxes to continue. This is not to say that the 
property tax has in all cases been entirely capitalized, but rather that 
much capitalization has taken place and that this fact ought to be given 
proper weight in considering the common argument that “land is too 


T This analysis assumes that the interest rate remains unchanged, a justifiable as- 
sumption for the case of a special tax that reaches a fairly small percentage invest- 
ment opportunities. 
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heavily taxed.” The fact of capitalization is a strong argument against 
drastic reductions in long-established property tax rates.* 

To summarize: If a long continuing nonshiftable tax is levied on one 
group of investment opportunities (“land,” bonds, or whatnot) but does 
not fall on other investment opportunities, it is likely to be capitalized 
through forcing down the capital value of the specially taxed investment 
opportunity until the net yield is the same as in less-taxed fields. Capi- 
talization will take place only when (1) the taxed investment opportunity 
is a continuing (durable) source of income, (2) the tax is expected to 
continue over a considerable period, (3) the tax is nonshiftable, and (4) 
some investment opportunities are free from the tax, the levy falling 
differentially on different investments. Actually, the process of capital- 
ization is rough and inexact, especially since buyers are never sure that 
present tax rates will continue. 

Evaluation of property taxes 

1. Effects on the use of productive resources. Insofar as property 
taxes impose differential burdens on some types of investment opportu- 
nities (for example, on farming that uses a large amount of relatively 
heavily taxed land), they impede the allocation of resources to those 
industries and help induce their transfer elsewhere. In particular, heavy 
taxation has often deterred investment in new housing and business con- 
struction. However, since the possibility of shifting investment to rela- 
tively untaxed opportunities is greatly restricted by the scope of 
property taxes and of other taxes where property levies are light, such 
shifts of resources may in fact be relatively small. On the other hand, 
differential rates of property taxes in different areas and on different 
types of property, whether through differences in tax rates or in assess- 
ment practices, are widespread, and to the extent that these differentials 
are important they lead to a different allocation of resources than would 
otherwise have occurred. Such differentials, for example, are often im- 
portant in determining the spread of housing construction in urban and 
suburban areas and in the location of factories. 


* Another important practical case of capitalization is that of tax-exempt govern- 
ment securities. Since the income from these securities is entirely or partially tax- 
exempt, their net yield to the investor per $100 of face value is greater than that of 
taxable securities. This fact is capitalized in the higher prices of such government 
securities. Buyers of the securities, to the extent that this capitalization has taken 
place, obtain no higher yield than on other comparable investments, aside from 
progressive income tax complications. If, suddenly, after the long practice of tax- 
exemption, the government were to declare income from such securities taxable, 
this fact would be capitalized in the form of lower prices obtainable for government 
securities. _ Thus the burden would be placed permanently on present holders. This, 
of course, is no argument against the taxation of income from future issues of gov- 
ernment securities, nor is it an argument against making income from present bonds 
subject to any income tax increases that occur in the future; but it is cited by many 
persons as a major inequity that would result from removal of outstanding exemp- 
tions. 
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Not only do differential taxes on property discourage new investment 
in improving property, but they increase the incentive to exploit such 
property faster than Would otherwise be the case. This is particularly 
true with forest land, quarries, oil pools, and other such property where 
the tax assessment value declines apace with the extraction of the 
natural resource; it is much less true with farm land and urban prop- 
erty where assessments are much less variable depending on the rate of 
use. Severance taxes yield exactly the opposite result, slowing down the 
rate at which natural resources are used, since the tax need not be paid 
until the severance takes place. Whether property or severance taxes 
are preferable for “exhaustible” natural resources depends on how the needs 
for conserving, resources for the future are weighed against present use. 
If it is desirable to leave the rate of use to consumers’ choices as reflected 
through the price system (especially by the interest rate) , neither special 
property taxes nor severance taxes are called for. 

Representing as they do a heavy and lagging fixed money cost in 
depression periods, real property taxes reinforce the cumulative down- 
ward spiral of employment, production, and income in deflation periods, 
especially in the agricultural sector where such taxes constitute a major 
cost item. If assessments were revised promptly following value changes 
this pressure would be lessened, but under present practices assessments 
remain high long after property values and product prices have fallen. 
A related objection to the property tax is voiced by economists who feel 
that the level of construction activity is a primary determinant of the 
level of national income and employment and argue therefore for reduc- 
tion or complete removal of present taxes on improvements in order to 
avoid restraining new building. With the general belief in a shortage of 
investment opportunities during the 1930’s considerable emphasis was 
placed on this type of tax reform ; with the shift of emphasis to inflation 
prevention in recent years and the impossibility of constructing any except 
the most essential structures the case for such tax reductions dias largely 
vanished until after the war. At present the result of sijch a policy 
would be largely a windfall to present property owners in the form of 
lower taxes than expected at the time of purchase. 

2. Effects on the distribution of income. The general property tax 
is sometimes defended on the ground that the extent of a person’s prop- 
erty is a good indication of his ability to pay taxes. Even if all property 
were reached by the tax, this guide to ability would be a very weak one, 
since the major portion of national income is received in wages and 
salaries that have no necessary connection with property holdings. But 
in fact the property tax is largely only a real property tax; the vast 
amount of wealth held in the form of tangible and intangible personalty, 
such as securities and bank deposits, completely escapes taxation in 
many areas and partially escapes in most others. Thus in practice, even 
if property ownership were a good indication of ability to pay, the 
current sort of tax would' be highly unsatisfactory. Lastly, since the 
long-standing property tax is to a considerable extent capitalized on 
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much property, often there is no incidence in a meaningful sense on 
present property owners. In the face of all these considerations, it is 
difficult to accept the property tax as a satisfactory levy if ability to pay 
is a major criterion. This weakness of the tax is increased by the fact 
that it is at best proportional on property reached and is in fact gen- 
erally regressive since assessments usually more nearly approach full 
value on low value property. 

The property tax can be justified somewhat more strongly on the 
“benefit” principle. Property owners receive many direct services from 
local governments and it seems proper that the users should pay for 
these special benefits. This is especially true in connection with the real 
property tax — owners of real property receive important special benefits, 
such as police and fire protection, and the larger the property holdings, 
the greater these benefits received. 

Yet to the extent that property taxes are not ultimately paid by present 
property owners the justification of property taxes on the benefit score 
carries less weight, although if taxes are shifted to renters the benefit 
principle still applies, since renters obtain many of the same benefits of 
local government that accrue to property owners. A still broader “benefit” 
justification for real property taxation is advanced by those who feel 
that all real property should belong to the state. In the absence of state 
ownership, taxes are justified as a sort of rental for the use of the 
property. 

Since the property tax and its arbitrary, inefficient administration are 
open to substantial criticism and offer few advantages over direct per- 
sonal “ability” taxes, most economists feel that it is desirable to avoid 
further increases in property levies. On the other hand, it appears unde- 
sirable to reduce drastically tax rates on “land,” in the narrow sense, since 
to do so would largely result in subsidies to present owners through 
capitalization. There will probably be much to be said for reducing 
taxes on buildings and other real property improvements after the war 
if it become^ desirable to stimulate construction in general and especially 
better low-cost housing. Many people feel that we would also do well 
to replace the personal property tax with other better taxes insofar as 
possible at the earliest convenient time. Even at their best, personal 
property taxes on individual and business properties are hard to defend 
on ability or benefit criteria, and when the difficulties of equitable and 
efficient administration are considered it is difficult to argue for their 
continuance when better taxes are available. 

Special Assessments 

Closely related to taxes on real property are special assessments. 
When special improvements (such as sewers or paving in a new sub- 
division) intended primarily to benefit restricted areas are installed by 
a local government, they are often financed by “special assessments” on 
property in the benefited area. The burden of payment is placed on 



TAXATION (CONTINUED) 


787 


those property owners specially benefited, since the improvement is 
primarily for the benefit of that particular group. The cost of the im- 
provement may be divided among property owners in any way that 
seems best to measure relative benefits received — for example, according 
to the value of property owned or according to street frontage, in the 
case of paving. Although the process of equitably determining benefits 
and allocating special assessment charges is not easy, such assessments 
do represent that element of the general property tax most directly 
justifiable on the benefit principle. Unfortunately, in only a few cases 
can the special assessment method be used satisfactorily since the benefits 
from most government services are very widespread and impossible to 
allocate accurately. 

The main characteristic of special assessments is that the funds raised 
are used directly to benefit the property taxed. Since the taxed property 
is thus “improved” (perhaps by having new paving in front) the demand 
for the property and its rental and sale v&lue will presumably be increased 
thereby. While the immediate incidence of the tax may be on the present 
owners, later the charge is likely to be paid by renters or buyers of the taxed 
property who in turn gain direct benefits from this higher price or rent 
paid. 

Ideally, therefore, financing improvements by special assessments is 
very similar to direct sale of government services to consumers (citizens) , 
with citizens’ sovereignty the ideal to be achieved. Actually, the process 
works out very imperfectly. Often special improvements are badly 
planned and do not result in property value and rental increases sufificient 
to merit the expenditures made. And as with regular property taxes, 
assessments of benefits received are likely to be unfair and arbitrary as 
between different properties. In order to be completely justifiable on 
the benefit and consumers’ choice principles, it is necessary that special 
assessments be administered efficiently and nondiscriminately as well as 
that they be in accordance with the wishes of owners of the benefited 
properties. In some cases, of course, benefits conferred bjj government 
improvements greatly exceed the costs of the improvements. Whether 
in such a case the government should levy an assessment only sufficient 
to cover costs or one high enough to recoup all the special benefits of the 
improvement is primarily a question of ethical principles. If the bene- 
fits from the improvement do not prove sufficient to cover its costs, a 
like problem arises. In general, the tendency has been to levy special 
assessments on a cost-of-the-improvement basis. In view of these diffi- 
culties and since a substantial element of compulsion on the individual 
property owner is often involved, special assessments are only a very 
imperfect substitute for prices in allocating the benefits and costs of 
improvements to real property. In respect to the compulsion involved, 
such levies are similar to pay-roll taxes to finance social security “bene- 
fits” that the individual worker may not want to ‘“buy.” None the less, 
special assessments are generally considered the fairest way of financing 
government-provided special improvements on real property. 
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Conclusion 

It is useful to pull together the major points of the preceding long dis- 
cussion of particular taxes in considering how a "model” federal-state- 
local tax system might look if formulated on the basis of the criteria 
suggested at the beginning of Chapter 46. Such a “model” tax system 
might have four major revenue sources. First, and of major qmntitative 
importance, there would be a progressive personal income tax plus pro- 
gressive death and gift taxes, all of which conform closely to commonly 
held criteria of ability to pay and which together meet most of the tests 
of “good” taxes. The income tax should be collected insofar as possible 
“at the source,” and might well also include a prorating of undistributed 
corporate profits. Rates on such personal levies would be high enough 
to provide the bulk of all federal and state governmental revenues. 
Second, there would be a proportional net income tax on all businesses, 
justified largely on the basis of benefits received and providing much 
less revenue than personal levies. In view of the benefit basis for the 
corporation tax, it might be desirable to impose a minimum tax (possibly 
based on capital investment or gross sales) that would be collected even 
though a business made no profits in a given year. The rates would be 
proportional, not progressive, since the business tax would be a benefit 
rather than an ability levy.® Third, taxes on real property, especially 
on “land,” would be continued at roughly present levels, not so much 
because the real property tax is a “good” tax (although it has some 
justification on the benefit score) but because it is a major revenue source 
for local governments and one to which economic life has become well 
adjusted so that its removal would mean essentially a subsidy to present 
real property owners. If a feasible plan could be worked out, it might 
be desirable to exempt improvements on “land,” at least in part, so as to 
remove impediments to the construction of buildings and other improve- 
ments. Fourth, there would be those special taxes that are clearly justi- 
fiable on the ))enefit principle. In this group would be three major levies: 
(1) special assessments, (2) highway taxes (on fuel and on vehicles) 
with the revenue to be spent on highways and streets, and (3) pay-roll 
taxes on the worker (not on the employer) with the revenue to be spent 
on social security. All three of these have strong claim to use as 
benefit levies. 

This “model” system is as instructive for what it leaves out as for 
what it includes. There is no place for general sales taxes, for most 
excises, for taxes bearing especially heavily on risky investments, for 
pay-roll taxes on the employer, or for personal property taxes; taxes now 
paid through these levies would be collected instead through direct, per- 
sonal taxation, geared to ability to pay and unobscured by traditional 


*An additional special corporation tax might be imposed on the ground that the 
government grants special privileges to corporations and is entitled to recoup at 
least part of the fruits of these privileges. 
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misapprehensions as to the relative real burdens on different income 
groups. The reasons produced by the preceding consideration of those 
particular taxes ought to be sufficient to explain their exclusion. There 
may be a place in the tax system for fees, licenses, or excises with the 
specific purpose of controlling the production or sale of “undesirable” 
goods and services, but such taxes ought to be levied with extreme care 
lest the actual results be very different from those intended, as in the 
case of existing tobacco and liquor taxes. At any rate, such levies are 
not properly classified as major elements in a revenue system, since their 
major purpose is regulation, not revenue. 

A “model” tax system would differ drastically from the present system 
not only in make-up but also in administration. Experience has shown 
that centralized collection of income taxes is not only more efficient for 
the government but much easier on the taxpayer, since he has then to 
file only one set of returns. Therefore, it might well be desirable to 
have only one overall income tax with a basic set of federal rates, and 
state rates added where desired by the states, all collected by the federal 
government. The funds from the basic levy could be partially retained 
by the federal government and partially returned to the states,' probably 
in proportion to the amount collected in each state. Any state that 
had added a special state levy would of course receive the entirety of this 
levy. Such a program would not only afford efficient collection and mini- 
mum bother for the taxpayer, but it also could avoid present undesirable 
double taxation of income by having all income taxed just once, either 
at the source or at the domicile of the recipient. A similar collection 
and sharing system might be used for death, gift, and corporation income 
taxes, for substantially the same reasons. There is no reason why the 
governmental unit that spends funds should be the most efficient unit 
to collect them, though this tacit assumption is apparent everywhere in 
our fiscal system. General fiscal arguments in favor of greater cen- 
tralization are also important, and will be considered in the following 
chapter on fiscal policy and business stabilization. 

More efficient administration of the property tax might also be at- 
tained, either through state administration of the tax or ‘through closer 
state supervision to assure more efficient administration by local units. 
Local assessment and collection procedures on real property are in- 
efficient in large part simply because the local units are so small as to 
be unable to afford well-trained, efficient assessors and collectors. Prob- 
ably the solution is state assessment and collection, with each local unit 
levying that rate that it needs to obtain wanted revenue, with the proceeds 
redistributed to the local units. The degree of centralization that should 
be sought in tax administration depends largely on political considerations, 
but the administrative advantages of more professional methods are in* 
disputably large. 
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Fiscal Policy and the National Income 


Traditionally the study of public finance has been carried on almost 
entirely on the tacit assumption of full employment of productive re- 
sources. In the last decade, however, a tremendous amount of attention 
has been given the part that public finance (fiscal policy) can play in 
raising and stabilizing the level of national income and employment. 
The preceding three chapters have been devoted primarily to considering 
public revenue and expenditure policies under conditions of relatively 
full employment. Fiscal policy in booms and depressions was discussed 
at considerable length in the earlier chapter entitled “Economic Policy and 
Business Fluctuations.” It is the purpose of the present chapter to 
integrate these two approaches to fiscal policy. Each is important, 
and there is no reason why one should be considered to the exclusion of 
the other. 

There is no clear-cut dividing line between the two fundamental cases 
of “full employment” and “unemployment” — indeed, it is this difficulty 
that is one of the greatest in formulating economic policies to combat 
depression and stabilize business activity at a high level. It simply is 
not possible intelligently to formulate one clear-cut set of fiscal policies 
for periods of full employment and another for periods of unemployment, 
and shift sharply from one to the other as “full employment” is reached 
or lost. In any period of rapidly rising employment and income, full 
employment and the practical limits of plant capacity are reached in 
some industries long before they are even approached in most others. 
Drastic price rises occur at bottlenecks while widespread unemployment 
continues. “Full employment” has no concise practicably useful defini- 
tion; but, more important, even if it had, the condition could not be 
used as an automatic guide to fiscal and monetary action. To continue 
expansionary financing until every employable person was at work 
would lead to drastic and widespread inflation. Yet, if continuous care 
is taken to bear these facts in mind, for pedagogical purposes it is useful 
to generalize conditions into the two broad cases of full employment and 
unemployment. In the former — full employment — ^the function of public 
finance (obtaining and spending funds) is fundamentally to transfer 
income and resources. After taxes are paid taxpayers can buy fewer 
private goods, and resources are transferred to production of highways, 
schools, and so on. If the government obtains the funds without reducing 
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private spending correspondingly, the result is an increase in total spend- 
ing and, since full employment has already been attained, higher prices. 
In the latter case — ^widespread unemployment — ^the function of fiscal 
policy may still be partially the transfer of incomes and productive re- 
sources from private to public uses, but it is likewise a major aim to 
increase national income and employment. Thus it is desirable to use 
financing methods that increase the total amount of spending and income 
so as to draw idle resources into use. It is along the lines of these two 
broad conditions that fiscal policy is considered in the following sections, 
which deal with the use of different types of financing and spending 
methods under different conditions. 

It is appropriate to emphasize again the weaknesses of expansionary 
fiscal policy alone as a device for increasing employment and national 
income. When, in the following sections, certain fiscal policies are classi- 
fied as especially appropriate for periods of widespread unemployment, 
this by no means implies that their adoption alone will increase employ- 
ment and income or will even prevent the situation from becoming worse. 
It means only that, given other appropriate policies, such fiscal steps ought 
to conduce toward the desired ends. All the material of this chapter 
assumes knowledge of the earlier chapters on general business fluctuations 
and on economic policy toward them, and these earlier chapters should 
be reviewed unless they are well in mind. 

Revenues 

Taxation 

1. Taxation in periods of relatively full employment. Taxation is 
the most direct and precise means of allocating the burden of financing 
public expenditures. Although the incidence of many taxes is uncertain, 
for several of the “best” taxes we are tolerably sure where the incidence 
is, and by using them the burden can be placed roughly where we want it. 
Thus, when there is relatively full employment and little or no need for 
expansionary financing, taxes appear clearly to be the best method of 
financing government expenditures. In such periods government spend- 
ing involves fundamentally a transfer of productive resources from private 
to public uses — the primary consideration in raising funds is that the 
persons giving up control over the use of resources shall be chosen in the 
most equitable and least disturbing manner possible. Of course the use 
of taxes rather than borrowing or new-money financing does not assure 
this end. Some taxes are highly inequitable, some press heavily upon 
business activity and the level of employment. But in general taxes tend 
to draw on current income of the taxpayers, thus reducing consumer 
outlays to offset increased government expenditures and thereby mini- 
mizing the danger of inflation. Taxes make possible the noninflationary 
diversion of resources — private plus public spending power remains 
roughly unchanged. 

It is this facC, that taxation does largely draw on current income, that 
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makes it especially attractive in periods of relatively full employment. 
Were government expenditures to be financed at such a time without a 
corresponding reduction in private spending, total spending would be 
increased and prices would be pushed up, since total output could be little 
expanded, in view of the full employment condition. It is in wartime 
that the danger of using nontax methods of financing under full employ- 
ment has been greatest — and the world’s worst price inflations have 
centered around war finance based on the issue of new money and govern- 
ment borrowing from the banks. When government spending to obtain 
war materials soars to unprecedented levels a corresponding amount of 
new taxes is painful and usually politically unfeasible (at least in the eyes 
of the politicians) . Since the total output of goods is set by the physical 
limits of manpower, materials, and plant capacities, and since government 
war needs take increasing proportions of available productive capacity, 
the total amount of resources left for producing civilian goods is strictly 
limited and probably declining. Expanding consumer incomes under 
expansionary government spending, prosperity, and full employment, 
coupled with a stable or reduced volume of available civilian goods, 
means inflation — a tremendous upward pressure on the prices of the 
civilian goods available. Only if civilian buying power is reduced as 
government spending increases can this inflationary pressure be avoided. 
In war as in peace, taxation is the most direct and precise means of 
allocating the burden of financing public expenditures. 

2. Taxation in periods of widespread unemployment. However, in 
periods of widespread unemployment when a major aim of government 
policy is to raise the level of national income and employment, taxation 
is a much less attractive means of financing government expenditures. 
In such periods, government spending does not necessarily involve a 
transfer of resources from private to public use — on the contrary, the hope 
is that public spending will help draw into employment idle resources and 
facilitate a self-feeding increase in incomes and employment. Under such 
circumstances taxation that reduces the volume of civilian spending on 
either investment or consumption directly opposes the major aim of 
government jfolicy. On the whole, taxation is clearly a nonexpansionary 
means of financing government expenditures in depression periods. The 
strong arguments against the use of most taxes to finance depression 
spending have been considered in the chapter on “Economic Policy and 
Business Fluctuations” and need not be repeated here. If taxes are 
nevertheless used in depression periods, there is special presumption for 
avoiding those, such as sales and pay-roll taxes, that directly repress 
consumption and employment, and for eliminating those tax law pro- 
visions which tend to penalize the taking of investment risks by equity 
capital. 

Borrowing 

1. “Regular” recurrent short-term borrowing. The revenue from 
most taxes comes in irregular spurts. Income taxes are usually paid 
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annually, or quarterly. Property taxes are paid at similar intervals. 
And so it is with many other taxes. But government expenditures are not 
spaced in this manner; often there are times when funds are badly needed 
but will not be received until some near future date. In such circum- 
stances, governments commonly resort to borrowing, usually for short 
periods. This shows up most clearly at local governments in “tax antici- 
pation warrants,” which warrants (sold to banks or other investors) are 
promises to repay the face value of the warrant at a set future date on 
which it is anticipated that the taxes will have been collected. Thus the 
burden of financing government expenditures is temporarily imposed on 
those who buy the warrants. When the taxes are collected and the 
warrants paid off, the lenders are repaid and eliminated from the picture 
(having gained their interest payments) and the burden is shifted to the 
taxpayers. In such cases little cognizance need be taken of the borrowing, 
since it is only a temporary deferment of the burden on the taxpayers. 
At times, when governments fail to collect their taxes and the warrants 
are not paid off, the burden of financing is placed permanently on the 
buyers of the warrants. Similar methods of short-term borrowing to tide 
over temporary shortages are used by state and federal governments, but 
in the case of the federal government repayment of the short-term “bills” 
sold is not made contingent upon collection of a particular tax. 

But such “regular” short-period borrowings do not bulk large in the 
total of government borrowing. Major borrowings come when there are 
extraordinarily large expenditures and when tax revenues are not easily 
pushed to meet these great demands on the government. Such situations 
usually arise in connection with wars or depressions, and it is to these 
“extraordinary” borrowings that primary attention must be devoted. 

^ 2. Borrowing in periods of relatively full employment. The urgen- 
cies of war finance have been responsible for most cases of large-scale 
public borrowing in periods of relatively full employment. There has 
long been lip service to the proposition that taxation is the best way to 
finance a war, but in the critical hour this principle has generally given 
way to the easier alternative of borrowing. The present war period is 
no exception to the rule. • • 

Borrowing to finance government expenditures in war (full employ- 
ment) periods is not necessarily inflationary. If the borrowed funds draw 
on current income — ^that is, if they reduce private spending below what 
it otherwise would have been — ^borrowing is no more inflationary than 
taxation, since spending power is simply diverted from private to public 
hands. But if the borrowing “draws into circulation” funds that other- 
wise would not have been spent or involves the creation of new bank 
credit through sales of securities to the banks, the result is clearly infla- 
tionary, since, other things being equal, the total volume of spending is 
correspondingly increased, while total output cannot be expanded. The 
government obtains more to spend, while private persons and businesses 
have just as much as before. The result is a forcing up of prices. 

In the present war in this country, much emphasis is being placed on 
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the sale of War Savings Bonds as a means of averting inflation. To the 
extent that these bonds reduce private spending on other things they do 
provide a relatively noninflationary method of financing. Insofar, how- 
ever, as they are bought out of funds that would otherwise not have been 
spent (on consumption or investment) they are definitely more inflation- 
ary than most taxation. This holds true whether the bonds are bought 
out of accumulated idle savings or current savings that otherwise would 
have been held idle. It is simply not correct to assert that “borrowing from 
the public” is necessarily a noninflationary method of war finance — ^it may 
be, but the chances are greater that it will not, especially if the purchases 
are voluntary. 

It is true, however, that if purchases of securities were put on a 
compulsory basis a noninflationary result quite similar to that of taxation 
might be obtained. A proposal for such a plan has been popularized 
under the name of the “Keynes plan,” after the noted English economist 
who suggested it. Under it, part of every person’s pay would be withheld 
each payday and “saved” for him by the government, thereby reducing 
current private spending power and building up private savings for the 
postwar period, instead of simply taking the funds once and for all as 
under taxation. The plan has many variations — under some the withheld 
savings are necessarily invested in government securities, under others 
they may be held in the form of “frozen” bank deposits or postal savings 
accounts. If they are not invested in government securities, the result is 
to reduce private buying power and check the upward pressure on prices 
correspondingly, but the government still has the problem of raising 
funds to finance its expenditures. Essentially such a compulsory savings 
scheme is similar to taxation, except that it provides for a release of 
frozen savings, or acts as an “excuse” for government spending, in order 
to release purchasing power after the war when such action will probably 
be desirable in facilitating the transfer of resources back to peacetime 
occupations. However, to obtain any desired war-period reduction in 
civilian spending, substantially more compulsory savings must be col- 
lected than would be required in taxes, because people would look upon 
compulsory savings as a partial or complete substitute for other savings, 
which would thereby be freed for spending. By contrast, taxes paid are 
gone forever, and such payments carry no inducement to make a corre- 
sponding reduction in accumulated or current voluntary savings. 

If war borrowing from the public on a voluntary basis is likely to be 
inflationary, borrowing from the banks is certain to be. When bonds are 
sold to the banks (or to persons financed by bank credit extended for the 
purpose) , new deposits are created for the government to spend. There 
is no reduction in the spending power of the public. Bank borrowing is 
thus even more dangerous than borrowing out of idle private savings, 
because the new bank deposits constitute a semipermanent addition to the 
supply of “money” beyond increasing the total volume of spending at the 
time. Yet financing through the banks is the easdest alternative, since it 
involves only selling earning assets to the banks, which can easily be given 
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the reserves necessary for such purchases ; and it is a course that has been 
followed almost everywhere. 

One other major source of war borrowing remains — ^the central bank, in 
this country the Federal Reserve. Direct reliance on central banks for 
war finance is widely viewed with disfavor, especially in banking and 
business circles; that it is inflationary cannot be denied, since new funds 
are created for the government without any reduction in the public’s 
spending power. This firmly established rule of “conservative finance” 
has its roots in English experience before and during the Napoleonic Wars, 
when the central bank was viewed as the primary independent check on 
“unwise” government financial policies. More recently, the central 
European runaway inflations of the early 1920’s were fed by central bank 
printing-press money when taxes proved completely inadequate to finance 
government needs. Yet, for any given volume of borrowing, reliance on 
credit creation by the Federal Reserve is no more, nor less, inflationary 
than reliance on credit creation by the commercial banks.’^ In either 
case, the given amount of credit is created and spent by the Treas- 
ury. If central bank “greenback” or credit creation is worse than the 
orthodox method, therefore, it must be because the government finds 
borrowing easier from the Reserve and therefore places less reliance 
on taxes and public savings than would otherwise be true. However, 
under present circumstances in the United States this would probably not 
be the case, since the Federal Reserve has publicly announced its intention 
of providing all bank reserves needed for the banks to absorb any securi- 
ties that the Treasury does not sell elsewhere; whether the Treasury 
borrows direct from Reserve Banks or through the commercial banks, the 
Reserve authorities have given assurance that all securities not sold to 
the public will be taken by the banking system. If direct borrowing 
were to be used, however, commercial bank reserves would be increased 
as the newly created funds were spent by the government, and steps would 
have to be taken to check credit expansion on these new reserves unless 
further inflationary pressure were to be generated. This could be accom- 
plished by direct controls over new bank loans or by rising reserve 
requirements to absorb the new reserves. . 

The case for direct sales to the Reserve Banks rests largely on grounds 
of superior convenience and directness and on the desirability of having 
the postwar debt held by the Reserve Banks rather than by commercial 
banks (to minimize problems of debt and interest payments) . The case 
against the direct sales method rests on the traditional objection that the 
central bank as an independent agency should exercise a check against 
excessive Treasury borrowibg. In view of the public agreement between 
Reserve and Treasury authorities to facilitate all desired commercial bank 
financing at low rates, there appears to be little reason why Federal 


1 Assuming that steps are taken to prevent further credit expansion of the new 
reserves provided by Reserve Bank security ^lurchases. This point is discussed below. 
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Reserv’e opposition to inflationary borrowing should be any different 
whichever method is used. 

Whatever the method used, to the extent that government finance in 
wartime or other periods of full employment brings higher prices, it is 
simply an indirect form of taxation. The burden of the tax falls on 
those who lose from the depreciated value of money — ^bondholders, salary 
earners, all persons and institutions that have sums due them relatively 
fixed in money terms, a category that includes large groups of the 
low income classes. It is a kind of taxation that makes no pretense of 
conforming to either the benefit or ability-to-pay principles — it meets 
none of our criteria for a good revenue source. When government war 
needs soar, consumers simply cannot have as many goods as before. 
Whether taxes are levied or inflationary financing is used does not alter 
this basic fact of the limited amount of civilian goods available — ^it only 
affects who gets the available goods. Under such circumstances, carefully 
considered taxation to limit different consumers’ buying power is a far 
more equitable means of allocation than simply letting those who lose 
most from the depreciated value of money be haphazardly squeezed out. 
Today, in spite of the tremendous practical difficulties involved, direct 
government rationing of the scarce goods, rather than either taxation or 
inflation, is increasingly favored by many persons as the best method of 
dividing up very scarce goods, in' large part because of the strong political 
resistance to sufficiently heavy taxes to check inflation. 

To the equity argument against inflationary financing must be added 
possible disturbing effects of rapidly rising prices on war production and 
economic efficiency, once virtually full employment has been reached. 
This added argument becomes much stronger in the postwar period, when 
a highly inflated price structure is particularly susceptible to drastic 
deflation. It is to be hoped that such deflation will not be permitted by 
fiscal and monetary authorities. But even if this danger is averted, 
serious post-inflation relative price maladjustments would remain, since’ 
different prices and costs rise at such different rates in inflationary periods. 
On all scores, price inflation in periods of full employment is a thoroughly 
bad financing method. 

3. Borrowing in periods of widespread unemployment. The extent 
to which government expenditures financed by borrowing are likely to 
increase employment, production, and income in depression periods has 
previously been discussed at length.* ■ The overall aim is to increase the 
total volume of expenditures, and while borrowing and the accumulation 
of public debt have serious drawbacks at such times, this method is 
clearly preferable to increased taxation that ‘directly deters production 
and investment. In principle a strong argument can be made for out- 
right creation of new money or credit by the govenunent or central bank 
in expansionary financing, though serious practical difficulties must be 
recognized. Unfortunately, a mere expansion of the volum*' of bank 


• See Chapter 46. 
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deposits or currency does not insure that there will be a continuing 
increase in the volume of expenditures. In the long depression of the 
1930’s, government borrowing helped bring about a tremendous expansion 
of deposits, but a decline in the rate of turnover of these funds meant a 
much less than proportional increase in the total volume of expenditures 
and of national income. The quantity of money and credit in existence 
is important, but it does not of itself control the level of spending. Unless 
borrowing from private persons is likely to decrease their spending, it is 
as good as bank borrowing in depression periods — perhaps better, since the 
debt is then privately held and an expanded volume of bank deposits is 
not built up. 

4. Long-run effects of borrowing. Much of the controversy over 
government borrowing arises over its long-run effects on the economy. In 
particular, two contentions are often advanced: (1) that borrowing simply 
passes on the burden of financing government expenditures to future 
generations, and (2) that continued borrowing will sooner or later “bank- 
rupt the economy.” In considering these assertions, it is useful to review 
the policies that may be followed by a government once a large debt has 
been incurred. 

A government debt once incurred may be paid off when due, may be 
refunded, or may be repudiated. The first case, of repayment when due, 
is the one commonly assumed when the question of passing on the burden 
to future generations is considered, but let us dispose of the other possi- 
bilities first. 

When a bond comes due, the government may simply issue a new 
security of equal amount to obtain the required funds. This common 
practice of governments and private corporations is called refunding.® 
By this practice the government can avoid ever reducing its total debt. 
What happens each time refunding occurs is merely a redistribution of 
income from those who buy the new bonds to those who are paid off, with 
the government as intermediary. Often, in fact, the group buying the new 
bonds is almost identical with the group receiving payment for the old 
ones, especially in the case of banks, insurance companies, ajid other such 
institutions that continually maintain large investments in government 
securities. 

How should such a refunding practice be evaluated? The government 
is fulfilling its obligation to all from whom it has borrowed — ^there can be 
no ethical criticism on this score. The major objection is the same one 
that can be made to any government debt, namely that the continuing 
interest burden is undesirable since its service may yield unwanted distri- 
butional effects or may impede business activity and employment, even 


* The British government often issues “perpetuities” when it borrows — ^that is, it 
issues bonds which have no maturity date. These bonds have value simply because 
of the credit of the government, because of the interest they earn, and because they 
can always be sold if one wants to liquidate his investment. The same practice is 
followed by many foreign corporations. A glance at any financial page will show 
Canadian railroad bonds of this sort. 
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though only an income transfer is involved. A further objection may be 
the psychological deterrent on public confidence of a continued public 
debt, but.this is likely to become progressively less important as people get 
more and more used to an existing level of debt. If the government were 
ever forced to repay the debt on short notice, the effects might be serious, 
but so long as there is little likelihood of this necessity, the major objec- 
tions to continued refunding are the interest burden * and the high existing 
level when further borrowing becomes desirable. Debt becomes acutely 
dangerous only when it must be repaid. 

Instead of either paying off the debt or refunding it, the government 
may simply repudiate its obligation. Few persons would approve of the 
ethics of such a practice, and if the government were to take this action 
its credit for future borrowings would be seriously impaired. If such 
action is taken the holders of government bonds have permanently lost 
the purchasing power given up in buying the bonds. Their situation 
would be analogous to that of holders of defaulted tax anticipation 
warrants. 

The third alternative is to pay off the bonds when due. This can be 
done either by taxing to raise the necessary funds or by issue of new 
money. Suppose taxes are levied. These taxes force taxpayers to give 
up purchasing power, which is transferred to holders of the maturing 
bonds. The net effect on total expenditures may be zero, and total 
employment, production, and income be unaffected, although a deterrent 
effect on business activity is probable if the taxes used restrict production 
or if funds are drawn from active sources and paid out to bondholders who 
hold the funds idle. If the bonds are paid off by issuing new money, 
insofar as the new money raises prices the transfer of purchasing power 
is from all who lose by higher prices to bondholders receiving the new 
funds. If the new money does not raise prices but instead draws unem- 
ployed resources into employment, there is no burden on anyone from the 
issue of the new money even though bondholders receive their principal 
just as if the funds had been raised by taxes. This is merely a restate- 
ment of the effects of financing public expenditures from different sources 
under varying conditions. 

1. These observations indicate the fallacy in the argument that by 
borrowing we pass on to future generations the cost of present wars or 
other expenditures. Borrowing is not simply postponed taxation. We 
cannot escape the burden of government expenditures by borrowing rather 
than by taxing, although the immediate and later effects of financing by 
the two methods may be very different, as already noted. War finance 
provides a timely example. 

The real economic cost of a war is the sacrifice of resources used for 


^ It ia for this reason that some economists argue that it would be advantageous to 
replace the present practice of financing depression deficits by bonds with financing 
byi'thfe issuing of non-interest-^aring debt (money) — assuming that sufficient safe- 
guards could be maintained against discretionary misuse of the power to issue money. 
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war purposes rather than for satisfying civilian wants. If we use our 
resources to produce war materials, we cannot use them to produce houses, 
dresses, automobiles, symphony music, and other things that we could 
otherwise have had. A further part of the economic cost of war is the 
disruption of economic life during the war and afterward when the 
economy tries to shift back to a peacetime basis. However the war is 
financed — by taxation, by borrowing, or by issue of new money — ^these 
real costs are bom by the war generation. They obviously cannot be 
passed on to anyone else, except insofar as wartime disruption and 
destruction of capital goods and men impoverishes future generations — 
and this burden on the future is largely unaffected by the type of war 
financing used except insofar as war inflation brings postwar deflation. 

But may not borrowing impose a special burden on future generations, 
even though it cannot remove the burden from the war generation? The 
answer is that payment of interest and principal by any future generation 
is just a transfer or redistribution of income within that generation. If 
the debt is paid off, the future generation is taxing itself to pay interest 
and principal to itself. Clearly the redistributive effects may be very 
important and there may be effects increasing or decreasing employment, 
production, and income at that time, but there is no necessary reason why 
this redistribution will decrease the total wealth and income of the future 
generation. If the debt is refunded, the result again is a redistributional 
one and indirect transfer effects are minimized. The belief that we can 
pass on to future generations the cost of present expenditures by financing 
through borrowing is almost completely fallacious.® But there is likely 
to be a different distribution of the cost of the war in the war generation 
and a different postwar income distribution depending on whether war 
borrowing or taxation is used. 

2. Since payment of interest and principal involves merely a redistri- 
bution of income within the economy so long as the debt is domestically 
held, the fear that increasing public debt may “bankrupt the economy” 
is equally fictitious. But the argument against a steadily increasing 
government debt has, nevertheless, considerable validity, for these reasons 
previously stated: (a) The larger the annual interest burdefl, the greater 
is the pressure on tax sources each year to’ raise funds for interest pay- 
ments. (b) The fear that heavy government debt will prove disastrous, 
even when this fear is irrational, may operate to deter production and 
investment, and may also make it more expensive for the government to 
borrow additional funds, (c) As a matter of practical politics, when 
the pressure of making expenditures conform to “regular” revenues is 
removed, wasteful and inefficient expenditures are much more likely to 
result. A cumulatively growing public debt has serious disadvantages, 
but these disadvantages have often been overemphasized and seriously 
misstated. 


'‘If the war generation borrows funds outside the United States, and the future 
generation has to pay foreign bondholders, then it is justifiable to speak of a burden 
of payment being placed on the future generation in the United States. 
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New money 

1. New money in periods of relatively full employment. Not only 
will financing government expenditures by issue of new money or central 
bank credit in periods of relatively full employment increase government 
spending without in any way reducing private spending power, but it is 
likely to lead to increased private spending as well. Since few unem- 
ployed resources are available to increase production, the primary result 
is higher prices, which in turn induce more rapid spending to “beat the 
price rise.” Insofar as it results in higher ■prices, the issue of new money 
is simply an indirect form of taxation. The inflationary danger of new- 
money financing is increased by the likelihood that new money once spent 
by th6 government will find its way into the banks, since the amount of 
currency that the public holds in such periods is determined largely by 
considerations of convenience, and reaching the banks will serve as 
reserves for multiple credit expansion. Thus for each dollar of new 
money issued, the total means of payment of society may be expanded 
several dollars under boom conditions favorable to bank loan expansion. 
To prevent this additional expansion, special steps must be taken to raise 
bank reserve requirements as new money is issued. In periods of full 
employment little defense can be found for the inflationary method of 
new-money financing, except possibly as a slightly better alternative than 
reliance on commercial banks. 

2. New money in periods of widespread unemployment. The highly 
inflationary qualities of new money financing under full employment are 
precisely those that constitute its main claims to use in periods of wide- 
spread unemployment when a primary aim is the expansion of total 
spending. Insofar as spending financed by new money simply increases 
employment, production, and income, rather than raises prices, it is a 
“burdenless” form of financing. Under those circumstances, no person or 
group bears any burden of financing the expenditures (for there is no 
depreciation in the value of money and no taxation) , and the purchasing 
power of some persons and groups is increased by the added income 
resulting froln the government expenditures. In addition to this general 
“expansionary” advantage of new money-financing in depression, the 
method has the special advantage over borrowing that it generates no 
interest-bearing public debt. On the other hand, undoubtedly strong 
psychological drawbacks exist to financing by the issue of new money or 
central bank credit, even though it is in essence similar to commercial 
bank borrowing. These psychological barriers may lead to fear and 
uncertainty, offsetting any expansion of employment and income that 
would otherwise have been obtained. 

Some persons who favor new-money financing do so on the general 
principle that continued infiation is what the economic system meeds to 
function smoothly, and that by continually pumping in new money we ofl-n 
cure all our economic ills. Others, however, argue less naively that just 
as it is logical to avoid expansionary financing under relatively full 
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employment, so it is logical to use highly expansionary financing under 
conditions of widespread unemployment. This reasoning points to tax- 
ation as the most eQuitable and efficient financing method for full employ- 
ment periods, and to government or central bank issue of new funds as 
the most equitable and efficient expansionary depression financing method. 
New funds would be issued to aid in raising the level of income and 
employment. Once relatively full employment had been attained, ex- 
pansionary financing would be evidenced by markedly rising prices, which 
would provide a signal for the transition to nonexpansionary taxation and 
if necessary to deflationary pressure; any necessary deflationary pressure 
could be exerted simply by withholding tax receipts from the income 
stream. To answer the objection that the power of new-money financing, 
once obtained, would be abused and thereby in fact mean price inflation, 
some advocates suggest simply that some given price level index be taken 
as a guide to monetary policy — when prices fell below this level, expan- 
sionary financing would be used, and vice versa when they rose above it. 
While such a rule would provide only a crude guide to fiscal and monetary 
p>olicy, the certainty thus obtained and the avoidance of dependence on 
arbitrary personal judgments of government officials appeal strongly to 
persons who favor government by “rules” instead of by discretionary 
“authorities.” Others would answer the objection instead by saying that 
if we cannot trust the monetary and fiscal authorities to act intelligently 
and efficiently, the thing to do is obtain authorities who can be trusted. 

Allocations, individual price-fixing and rationing 

When production and income are increasing at a rapid rate, as during 
the armament boom of 1940-41, acute shortages of materials, facilities, 
and manpower arise in particular industries long before an;^hing ap- 
proaching general full employment has been reached. For example, acute 
shortages developed in 1940 in machine tools and men and facilities to 
make them, in aluminum, in magnesium, and so on. Prices skyrocketed 
in such cases while millions were still unemployed and plants lay idle. 
Since an expansionary fiscal policy still seemed desirable in view of the 
widespread unemployed resources still available, the control chosen was to 
place individual price ceilings on these particular scarce goods. 

As the defense program grew by leaps and bounds, war production needs 
absorbed virtually all the output of many crucial materials, and the 
government had to see that manufacturers of defense necessities obtained 
needed materials. Thus priorities were resorted to, to ensure that scarce 
materials would be available to defense producers in preference to pro- 
ducers of nonessential civilian goods. A high government-granted pri- 
ority rating gave a producer preference over other users in buying the 
available supplies, so that price competition for the supplies was largely 
eliminated, price ceilings having been set on most of such scarce com- 
modities. When the priorities system was found to be inefficient and 
incapable of ensuring an effective control over the scarce materials, direct 
allocations of such materials by the government were resorted to. Pro- 
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ducers of such scarce materials were directed to supply certain amounts 
to the various users designated by the government. No one could be 
served except by government order. The economists and technical indus- 
trial experts of the government were gradually taking over the traditional 
function of the price system in allocating resources. 

That the government “experts” made drastic mistakes in many cases is 
undeniable — but whether adherence to allocation of resources by the price 
system would have done better in expediting war production is another 
question. Critics of the policies followed argue that it would have been 
preferable to prevent general inflation by adopting an aggressive tax 
policy to hold down consumer buying power to the reduced level of civilian 
goods available, while leaving relatively free play to individual prices to 
allocate resources. Advocates of the government allocation policy argued 
that direct allocation of scarce resources was more certain and quick, that 
free individual prices could no longer serve their usual function in war 
time, and that individual price ceilings could be counted on to play a 
major role against inflation. 

The result of the pressures of war and of political considerations, which 
made very rapid increases in taxes difflcult, was a general system of direct 
controls, constituting widespread priorities and allocations of scarce 
materials, plus price ceilings on such materials and on an increasing 
number of the consumers goods made from them. It was widely held that 
by fixing legal ceilings on individual prices that showed tendencies to rise 
rapidly the danger of inflation could be averted, though most economists 
also stressed the need for a strong anti-inflationary tax policy. 

Nevertheless, tax increases were far too small to check the inflationary 
pressure. Without an aggressive fiscal policy to hold down rapidly rising 
spendable consumer incomes to the reduced level of consumer goods avail- 
able, the upward pressure on scarce consumer goods prices increased 
tremendously. National income rose by leaps and bounds, while total 
goods available to consumers decreased gradually as war production used 
more and more resources. More and more commodities were put under 
legal price ceilings. In this setting it finally was generally recognized that 
under such Arrangements prices could no longer act as the market arbiter 
in determining who gets the goods available — ^that this job had to be taken 
over by the government unless the allocation was to be left on a haphazard 
scramble first-come, first-served, basis. Consumer rationing, difficult and 
unattractive as it is, under such circumstances appeared to be the best way 
of obtaining a “fair” distribution of the limited goods available. Legis- 
lative or administrative price-fixing does not solve the basic inflation 
problem — it only shifts it to the “real” level of physical distribution of 
goods. And gradually direct rationing of scarce consumer goods has been 
added to the system of government direct controls, thus placing the entire 
productive process from producer to consumer in such cases under the 
discretion of government authorities. 

In this chapter, direct allocations, price-fixing, and consumer rationing 
are considered only because in wartime they constitute another course 
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besides a strong fiscal policy to check inflation. To the extent that a 
strong tax policy is adopted, the need for individual price-fixing and 
consumer rationing is minimized; to the extent that consumer spending 
power is allowed to rise above the level of goods available, price-fixing 
and rationing become necessary if inflation is to be avoided and goods 
workably allocated to consumers. It is yet too early to determine which 
method of approach is the better; probably there will never be evidence 
to support any clear-cut decision, especially since both are being used 
simultaneously. That an administered economy is terribly ineflScient and 
inconvenient has been clearly demonstrated, but whether a freer economy 
would have obtained the all-important war goods faster than has actually 
been the case is by no means clear. It is, however, significant that price 
control and rationing authorities have increasingly urged the need for 
drastic fiscal action if the entire system of direct controls is to be kept 
from “exploding” under the tremendous inflationary pressure being gen- 
erated by swollen war incomes. Clearly both fiscal action and direct con- 
trols have important roles to play. 

Expenditures 

Expenditures in periods of relatively full employment 

The problems of “regular” government expenditures in periods of rela- 
tively full employment, which were considered in a preceding chapter, 
need little further discussion from the point of view of fiscal policy. 
Government expenditures increase the incomes of the recipients corre- 
spondingly. With full employment they are therefore likely to lead to 
increased upward pressure on prices — indeed they do so directly when the 
government itself goes into the market for goods and services — unless the 
revenues have been obtained so as to reduce private spending power. 
However, the direction of the public expenditure is of some importance in 
this connection. For example, payments on bond interest and principal 
to high income group bondholders are probably less likely to increase the 
recipients’ total spending by the full amount than if the payments had 
been to low income groups. But in prosperous, full employment periods 
even this distinction must not be emphasized too much, because neither 
rich nor poor are likely to hold income “idle.” The difference is likely to 
come instead in the proportion spent on consumption and investment at 
the different income levels. 

Once a period of relatively full employment has been reached, mo- 
mentum is usually under way toward a full-fledged boom. Under such 
circumstances it is ordinarily desirable for the government to curtail any 
current expansionary spending program. Additional taxes should be 
imposed and expenditures reduced, to ease off the upward swing of the 
cycle toward stabilization at the high level attained. The principle is 
simple — it is the problem of timing and execution that is difficult. If the 
boom is centered largely in certain heavy investment areas, construction 
for example, obviously government expenditures in these areas should be 
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especially curtailed. Considerable flexibility in government spending 
programs is always desirable so that expenditures can be directed where 
they appear to do the most good and can be curtailed rapidly where they 
become undesirable. Fixed debt service on outstanding securities is from 
this point of view particularly unfortunate when the government debt 
reaches such astronomical levels as in recent years. 

The whole fiscal approach in such periods depends largely on how 
prosperity is to be viewed— as a fragile thing that will collapse back into 
underemployment if government spending support is withdrawn, or as a 
situation where the real danger is that speculative overinvestment and 
inflation will develop, followed by a crisis and ensuing deflation. If the 
first view is taken, extreme care will be used in decreasing government 
expansionary spending, especially in the investment industries where it is 
feared private investment will lag. If the second is accepted, steps will be 
taken to check expansion and possibly even to apply deflationary pres- 
sures before the boom goes to such excesses as to precipitate a crash. 
During the ’thirties many economists pronounced the economy “mature” 
and prescribed permanent large-scale public investment if reasonably 
full employment were to be achieved and maintained. Others demurred 
equally strongly. The postwar period will do much to show which was 
nearer right. 

In modern war periods the case for drastic anti-inflationary action 
commonly is clear-cut. The pressures of vastly increased government 
expenditures and similarly increased private spending upon the limited 
supply of goods available are certain to be highly inflationary unless 
drastic preventive steps are taken. On the expenditures side compara- 
tively little can be done. The extent of war spending is dictated by the 
needs of the armed forces. Nonwar expenditures should be reduced as 
much as possible, but this reduction is ordinarily so small relative to 
expanded war expenditures that it is of only minor importance. There- 
fore, anti-inflationary fiscal pressure must come primarily on the revenue 
side if it is to be effective. 

Expenditufes in periods of widespread unemployment 

Given the depression period need for expansionary spending through 
direct relief, subsidies, or public works, there is no clear-cut case for the 
exclusive use of any one of these methods. As previously indicated,, 
probably all three can be advantageously used. Direct relief is at once 
the cheapest and most effective device to ensure that funds are quickly 
respent by the recipients. There is little chance that relief clients will 
hold idle funds that they receive. On the other hand, the effect of a 
“dole” on morale is very bad, and it fails to maintain skills for re-employ- 
ment. Public works are clearly better for morale, and they directly 
stimulate the investment industries that are claimed by many to have the 
greatest cumulative “pump-priming” effect. Further, expenditures on 
public works are “bunched” where they are virtually certain to require 
the employment of additional resources, whereas the spending of relief 
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funds may be so spread over many products that no industry is required 
to increase employment much. Lastly, with public works society has 
something to show for its expenditures afterwards. 

Against these advantages, public works are far the most expensive type 
of relief and lead to a rapidly increasing public debt if financed by 
borrowing. More important, they are likely to perpetuate exactly those 
price-cost maladjustments that are in considerable part responsible for 
the low level of activity in the heavy industries in which public works 
activity is centered. Flexibility in timing public works is exceedingly 
difficult to maintain, partly because of the physical nature of the projects 
once they are begun, and partly because of the logrolling political pres- 
sure to which such projects have become so susceptible in this country, 
with each Congressman out to see that the folks back home “get their 
share." Further, some people feel that public works are often competitive 
with, rather than stimulative to, private investments. Lastly, it is by no 
means certain that funds spent on public works will be respent quickly, 
especially insofar as substantial proportions go to contractors, materials 
dealers, and other businessnaen who may apply the proceeds to paying off 
debt, building up cash reserves, and so on. 

Direct subsidies to producers can directly increase employment and 
income, and can do so in a manner, directly stimulative to private business 
enterprise. Otherwise much the same comments apply to them as to 
public works, except that the political pitfalls involved are probably 
even greater in direct subsidies to individual private firms than in public 
works. Traditionally, American public opinion has been antagonistic 
to such subsidies, in spite of the fact that we make many in slightly 
hidden forms. 

Many economists and probably the bulk of the public favor placing 
primary emphasis on public works, though for a wide diversity of reasons. 
It is therefore worth while to consider further certain aspects of public 
works spending. 

“Regular” government expenditures in normal times ordinarily include 
a substantial volume of public works — highways, parks, bnidges, public 
buildings, and so on. During such periods, that these public works 
are undertaken presumably indicates a belief that general welfare is in- 
creased by having the government take funds from private persons and 
spend them for the public uses; presumably the marginal loss of satis- 
faction to the taxpayers is less than the marginal gain to the users of 
the public works. This is the case insofar as citizens’ sovereignty is 
effective. 

Depression public works should be considered in the light of these 
“regular” needs. Many economists favor “saving up” such public works 
for depression periods, instead of inaugurating them during prosperity. 
Others, who accept the “stagnant economy” thesis, feel that even in 
prosperity a large volume of government public works must be main- 
tained. In either case, it is clear that such “net social gain” public 
works, if available, should be the ones imdertaken first in depression 
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periods unless there are strong reasons for contrary action. Next, many 
public works that were marginal in periods of full employment become 
clearly socially advantageous when the need for expansionary spending 
arises. For example, a new highway that could not quite be justified 
on its own merits might become clearly desirable if as a public works 
project it provided relief for unemployed and aided in raising the level 
of income and private employment. If the depression is long and severe, 
and if great faith is put in public works spending, all such projects may 
be exhausted and it may become necessary to resort to projects of little 
intrinsic merit. This danger is lessened by careful advance planning 
so that a useful spending program can be rapidly yet carefully under- 
taken when the need arises. In all cases special care must be taken lest 
the projects actually have a net social disadvantage because of the high 
cost of maintenance after completion. 

There are other important criteria in choosing depression public works 
projects: (1) If possible, the projects should be where the greatest stimu- 
lative effect on employment and income will be obtained. As a practical 
political matter this largely means the construction industry, though 
differences between its various branches are important. (2) If possible, 
the projects should be in industries where they will not perpetuate price- 
cost maladjustments, and should be administered so as to avoid this 
effect where undertaken. This criterion is likely generally to be in con- 
flict with the preceding one. (3) If possible, projects should be chosen 
that are relatively flexible so that speed of completion can be altered 
according to fiscal needs. Fairly short term projects are preferable to 
long ones on this ground. (4) If possible, projects should be selected 
that are not competitive with private investment. Insofar as public 
works replace rather than supplement private outlays no net advantage 
is obtained. 

Integration of Federal-State-Local Fiscal Activities 

The fiscal activities of our various levels of government show little inte- 
gration and often work at cross purposes. This constitutes a serious 
source of inefiiciency in “regular” activities and may completely negate 
the good effects of positive anticyclical policies adopted by the federal 
government. In both revenue and expenditure policies the case for better 
coordination is very strong. 

The history of the depression of the ’thirties indicates clearly the 
dangers involved in such uncoordinated activities. Early in the depres- 
sion the federal government sharply increased its expenditures to provide 
relief for the unemployed, financing these expenditures largely by bor- 
rowed funds. However, at the same time decreased tax revenues and 
difficulties in borrowing forced local and many state governments to 
reduce drastically their expenditures on regular functions. Thus federal 
spending was largely neutralized— decreases in state and local expenditures 
more than offset the federal effort. Probably not until late 1934 or 1935 
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did the increased federal expenditures substantially overbalance state and 
local contractions. Moreover, a majority of the states resorted to highly 
deflationary sales taxes and widespread excises to finance their govern- 
mental functions, pointing proudly to more nearly balanced budgets. 
More recently, since the United States entered the war, certain state and 
local governments have reduced taxes “to make it easier to pay the new 
federal taxes,” when a primary purpose of the federal taxes has been to 
reduce the funds available to consumers for spending on the limited 
goods available. If federal fiscal policy is to be effective, the activities 
of other governmental units must at least be not directly counteracting 
and preferably should be designed to coordinate. 

It is true, of course, that the primary responsibility for anticyclical 
fiscal policy must lie with the federal government. State and local gov- 
ernments have not the power or breadth to deal adequately with such 
nationwide problems as depression and inflation. But many economists 
argue that by a system of federal grants-in-aid to state and local govern- 
ments state-local expenditures could be maintained through depression 
periods; expansionary pressures in boom periods could be reduced by 
shutting off the grants. Such federal grants could be earmarked for 
specific expenditures in keeping with the fiscal policies adopted, thus 
utilizing the existing governmental structure to direct stimulative pay- 
ments. 

The case for integration is similarly strong on grounds of efiiciency in 
“normal” periods, as to both revenues and expenditures. As indicated 
in the earlier discussion of a “model tax system,” experience has shown 
clearly the great advantages to be had from centralized collection of in- 
come taxes and centralized administration of local property taxes, both 
supplemented by revenue-sharing arrangements to return part of the 
funds to subsidiary governmental units. On the expenditure side, parallel 
advantages of integration appear. It is apparent that many areas of 
the country are so poor that they are unable to provide educational 
facilities, roads, police, fire and health protection, and other such “essen- 
tials” at levels consistent with minimum American standards. This 
poverty becomes even more striking in depression periods. Other govern- 
mental units, in spite of adequate financial ability, fail to maintain decent 
standards because of shockingly inefiBcient administration. To the extent 
that national minimum standards in education, public health, highways, 
and so on are to be maintained, such areas must be subsidized by the 
rest of the country or local governments required to meet higher standards. 
One important way of achieving this result is through grants-in-aid 
from superior to local governments, conditioned on the requirement thal 
the minimum standards be met — an arrangement which ensures the maxi- 
mum of state-local spending autonomy consistent with minimum per- 
formance standards. Such grants have been used on a large scale bj 
the federal government for many years, especially in the fields of edu- 
cation, highways, and public health. Their potentialities extend, how- 
ever, to all fields where it is desirable to establish minimum standards ii 
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particular areas, ranging from relief in depression to such permanent 
projects as soil conservation and low-cost housing. 

Greater centralization of control would probably result in greatly in- 
creased efficiency in both the revenue and expenditure systems, and 
establishment of minimum standards would go far toward eliminating 
serious gaps in the public services provided in numerous areas. On the 
other hand, however, the arguments in favor of local self-government 
and “states’ rights” have much merit, and these considerations must be 
weighed against the advantages of greater centralization. In any case, 
the political barriers to such increasing centralization are great, and 
state-local assent to drastically increased federal powers can probably 
be obtained only if such assent is necessary to obtain preferred federal 
funds. On whatever governmental level the powers lie, in the last 
analysis wise planning and efficient administration of public revenue and 
expenditure policies depend on an intelligent, aroused public interest and 
on the securing of capable, honest public officials. 



CHAPTER 51 


Social Security: A Case Study 


Modern industralization, and especially the events of the 1930’s, has 
brought all groups face to face with problems of economic insecurity. 
Industrial workers, farmers, clerks, businessmen, professional men, and 
large-scale investors, even before the impact of the present war had 
become uncertain of their security to an extent unknown in the United 
States since earliest colonial times. During the long depression of the 
’thirties, two of these groups — ^wage earners and farmers — ^perhaps more 
than any others bore the brunt of this hazard, which many social scientists 
have called the greatest bane of modern civilization. Today the war 
and the administered economic life which it involves have completely 
reversed the circumstances of the preceding decade. Yet there is, un- 
fortunately, much reason to suppose that with the peace we shall again 
be faced with the same fundamental problems of economic insecurity 
that loomed so large in past decades. Social security activities will thus 
constitute a large and probably growing segment of the public economy. 
This chapter, largely disregarding the special circumstances of wartime, 
deals primarily with the problem of social security for wage earners and 
their families, using government action in this particular socio-political- 
economic sphere as a cross-section study of the public economy in action. 

The Background of Social Security 

Until recently, in the United States, an inchoate system oi local chari- 
ties was depended upon to* shoulder the burden of caring for persons 
unable to support themselves. Inability to provide self-support was con- 
sidered a social stigma, and the outspoken general attitude was one of 
“If he can’t make his own way, why should we carry him on our shoul- 
ders?” Workers were expected to take jobs at their own risks; special 
compensation for industrial injuries was almost impossible to collect. 
The specter of poverty in old age, which so haunts the low income groups, 
was one of those uncomfortable subjects to be avoided in polite conver- 
sation. Although local “poor laws” existed in most communities from 
early times, they were in most cases so ineffectual as to be only a sop 
to the consciences of those more fortunately situated. 

With the continued spread of industrialization and its attendant prob- 
lems of urban concentration, abominable factory conditions, and recur- 
rent business depressions, these problems of economic insecurity became 
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more widespread, more insistent. The need for some form of organized 
action to deal with the various types of economic insecurity was increas- 
ingly obvious to those foresighted few who were willing to face the facts, 
yet little recognized by most of the middle and upper income groups 
influential in government policy determination. By the late nineteenth 
and early twentieth centuries, programs of state-supervised relief for 
“unemployables” had become fairly general, being applied to such groups 
as the blind, disabled, and mentally unsound. During this same period, 
admitted state responsibility for poor relief became more general, though 
still on a very^ meager scale. Mothers’ pensions and special aid for 
unsupported children fell into the same category. American social se- 
curity measures lagged far behind those of England, Germany, Sweden, 
and other European countries. 

It was not until the nationwide economic debacle of the early 1930’s 
brought inescapably to public and governmental attention the basic prob- 
lems of social insecurity that federal poor relief was undertaken on a 
significant scale and social insurance was considered a matter for large- 
scale federal action. Largely under the pressure of political necessity, 
the federal government took over from faltering private and state-local 
governmental hands the job of caring for the unemployed and needy. 
From this makeshift arrangement there gradually emerged a full-fledged 
two-part federal program — “work relief” and social security legislation — 
not only aimed at mitigating unemployment due to depression but also 
designed to provide old-age assistance and aid for continuously needy 
groups. The early impetus toward special social security measures, rein- 
forced strongly by the Roosevelt Administration’s desire to help the 
“underfed and underprivileged third,” culminated in the Social Security 
Act of 1935. Work relief programs, which had originally existed pri- 
marily as necessary means of feeding the unemployed, gradually shifted 
in emphasis first to “pump-priming” and then to “compensatory spend- 
ing” aimed at combating a supposed permanent state of economic 
“maturity” or “stagnation.” At the outbreak of the Second World War 
in 1939, the social security program in the broader sense represented 
primarily large-scale public works spending* and a widespread program 
of special social security measures, centralized to a considerable extent 
in the federal government but operating unequally on all three govern- 
mental levels. 

The diverse moving forces behind the two parts of the Administra- 
tion’s social security program led to differing and sometimes even con- 
tradictory programs in the “work relief” and narrower social security 
spheres. While the work relief program gradually developed from a pure 
political-economic expedient into a more or less coherent spend-for- 
prosperity program, the narrower social security measures rested almost 
exclusively on “social welfare” considerations and paid little attention 
to fiscal implications. Behind both lay the basic desire for economic 
security for the low income groups, at the cost of economic “progress” if 
need be. Botb work relief and the newly-enacted social security meas- 
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ares were aimed simultaneously at minimizing insecurity and redistrib- 
uting income in favor of the poor. But in spite of their common aims, 
the two branches were pushed by different groups with different imme- 
diate goals; conflict, especially in the field of fiscal policy, appeared 
repeatedly, flaring finally into open quarreling in the discussions of war 
finance during the early 1940’s. 

That economic security should rank above rapid “economic progress” 
was a proposition little questioned outside academic discussions after 
1933. Strong emphasis, however, must be placed on the haphazard 
political development of the programs enacted. Seldom do politicians 
follow closely integrated “programs” advanced by sociologists and econ- 
omists. Instead law-making is a process of compromises and trading 
between interests at stake, and social security legislation has been no 
exception. The number of dollars voted for work relief in depression 
depends much more on how hungry people are and how likely they are 
to vote for the other party than on any nice economic calculation as to 
the amount of pump-priming or compensatory spending necessary to 
restore full employment. The size of old-age pensions or of unemploy- 
ment insurance benefits is likewise likely to depend far more on such 
considerations than on the expert advice of the social workers and econ- 
omists. Technical professional advice has been used more generously 
by the Roosevelt Administration than ever before in federal government, 
but it-would still be a major misconception to suppose that Congressional 
or executive policies on social problems are formulated by weighing 
carefully the various arguments advanced by professional social scien- 
tists. 

The nature and scope of the federal work-relief program in the 1930’s 
has been discussed at some length and need not be reviewed here. Mini- 
mum wage laws and governmental support of trade-union efforts to im- 
prove the lot of the industrial worker, measures that might be considered 
part of the government’s social security system, have likewise been con- 
sidered in detail in earlier chapters. Therefore this chapter, except in the 
concluding section, deals primarily with social security provisions in the 
narrower sense of the term — more specifically with the provisions of the 
federal Social Security Act of 1935 and of the state laws requiring work- 
men’s compensation plans. The concluding section attempts to view these 
provisions as a whole in the light of broader social-economic problems and 
to evaluate briefly in this perspective the economic aspects of the social 
security program that has evolved rapidly and come to concrete form 
primarily since 1933. 

The Federal Social Security Act 

The magnitude of the program covered by the Social Security Act of 
1935, as later extended, may be indicated by certain figures for the 
fiscal year ending June 30, 1940, a period chosen in order to avoid the 
drastic impact of the war on labor markets and employment condi- 
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tions be^nning in 1941. In fiscal 1940 total federal and state funds paid 
to individuals under the federal Social Security Act were $1,085,800,000.^ 
This included $585,700,000 to recipients of such direct aid as old-age 
pensions and mothers’ and children’s assistance; $484,500,000 in unem- 
ployment benefits under cooperating state laws; and $17,600,000 in pay- 
ments under the old-age insurance system, this last sum representing the 
small payments for the first half year of old-age insurance disburse- 
ments under the Act.* These payments were in addition to over $1,500,- 
000,000 of federal expenditures for direct relief and public works, to 
perhaps $1,000,000,000 of state and local relief and welfare payments 
not included above, and to private charity. A special federally estab- 
lished security system exists for railroad workers, and somewhat similar 
provisions are made for other occupational groups (for example, the 
Civil Service Retirement System for federal employees) . Social security 
is a huge government enterprise, having constituted in 1940 over 20 
per cent of all governmental expenditures. 

It was estimated that on the average during fiscal 1940 more than 21 
million workers were in occupations covered by unemployment compen- 
sation laws, and that between 23 and 25 million were covered by federal 
old-age insurance. The totals of those having unemployment or old-age 
credits accumulated were larger, amounting to over 40 million for unem- 
ployment insurance and nearly 60 million for old-age insurance accounts, 
since many persons not employed in 1940 had earlier accumulated re- 
serve accounts. The weekly average of workers receiving unemploy- 
ment benefits exceeded 873,000, with an additional 161,000 under the 
Railroad Unemployment Insurance Act. In addition, state employment 
exchanges, financed half by federal contributions matched against state 
funds and coordinated by the federal Social Security Board, carried 
through steps in filling some three and a half million jobs. In persons 
affected as well as in dollars spent, social security represents a far-reach- 
ing government enterprise. 

« Unemployment Insurance 

The legal status of unemployment insurance 

England, Germany, and several other European countries began experi- 
menting with various unemployment insurance plans long before serious 
attention was given the problem in the United States; and, to a con- 
siderable extent, the United States arrangements reflect European prac- 
tices. Although the Wisconsin Unemployment Insurance Act, reflecting 
long-continued agitation for social reform in that state, became law in 
1932, passage of the federal Social Security Act of 1935 represented essen- 
tially a pioneer effort toward American unemployment insurance. 

* Annval Report of the Social Security Board for 1940. 

2 By the end of fiscal 1941 total assets of the old-age insurance trust fund totaled 
almost $2,400,000,000, as premiums were collected regularly and initial benefit pay 
ments were small. 
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The section of the Social Security Act dealing with unemployment insur- 
ance does not establish a federal insurance system. Instead, it provides 
for special aid to those states that establish acceptable systems, while 
penalizing those that do not. The law imposes on employers a federal 
tax equal to 3 per cent of wages and salaries paid up to ^,000 per annum 
to each employee. However, in states having unemployment insurance 
plans approved by the federal Social Security Board, employers are 
granted exemption from the federal tax to the full amount of the state 
tax paid for unemployment insurance up to nine tenths of the federal 
tax.* The obvious intention of the law was to induce all states to adopt 
acceptable insurance plans, and by 1939 all states had qualified under 
the federal Act. 

Important exemptions from the federal tax are provided by the Act. 
For administrative convenience, a blanket exemption is granted to all 
employers who employ less than eight workers. In addition, exemptions 
are granted in the cases of (1) agriculture, (2) domestic service in 
private homes, (3) federal and state government service, (4) employ- 
ment of members of the immediate family, (5) navigation enterprises, 
and (6) nonprofit, charitable, religious, scientific, and educational insti- 
tutions. While the majority of all employees are covered by the pro- 
gram, this list of exemptions indicates the substantial proportion of the 
working population excluded under the federal Act, and therefore prob- 
ably not covered by most state laws. 

In order to qualify under the federal Act, state laws must meet essen- 
tially- the following requirements, although exceptions are permitted 
under some circumstances. All benefit payments must be made through 
public employment offices or other state-approved agencies; reserve funds 
must be deposited with the federal Treasury for investment in govern- 
ment securities; no payments may be made until two years after the 
inauguration of a state plan ; regular reports must be made to the Social 
Security Board; and benefits must not be denied to any eligible indi- 
vidual for refusing to accept employment where there is a labor dispute, 
where he is denied the right to join a bona fide union, or where the con- 
ditions of employment are substantially , less favorable than those pre- 
vailing for similar work elsewhere in the locality. Except for these 
requirements, states are left free to enact such provisions as they like, 
and considerable diversity exists. The purpose of the federal Act is to 
ensure employees of reasonably satisfactory protection ; and where special 
state or private arrangements meet this standard they are acceptable. 
For example, some state laws permit employers to take out unemployment 
insurance for employees with private companies or to establish their own 
reserve funds. In some cases, a minimum annual wage guarantee or a 
guarantee of thirty hours work per week for forty calendar weeks per 


s The 10 per cent of the tax collected by the federal government goes for admin- 
istrative expenses and for varied-purpose grants to the state insurance programs. 
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y«ar has beeii substituted for the mOre common insurance arrangements. 
Where state laws permit such special arrangements^ the employer may 
claim his 90 per cent credit against the federal tax just as if he were 
participating in a state imemployment insurance plan. But eventually, 
probably greater uniformity will be attempted on the basis of comparative 
records of different state practices. 

Is ''unemployment insurance" really insurance? 

Unemployment insurance is, by the very nature of the unemployment 
risk, fundamentally different from life, fire, theft, and other regular types 
of insurance. Ordinary insurance rests on two assumptions: (1) the 
predictability of the risk involved when a large number of cases are con- 
sidered, and (2) the strong improbability of a mass occurrence of the 
insured event. Neither of these conditions necessary for ordinary insur- 
ance exists in the field of unemployment. 

. 1. Although the private insurance company cannot tell whether any 
given building will burn down in any year, it can estimate closely on 
the basis of experience how many buildings of a particular sort will bum 
per year of a very large group, say fifty thousand. On the basis of this 
estimate, the company can tell about how much in benefits it will have to 
pay out per year on a large number of buildings. It can then set an 
insurance rate on such buildings sufficient to cover the probable payments 
to be made plus expenses of operation. Because of the actuarial basis 
of likely fire losses for large groups of insured buildings, any individual 
owner can convert the danger of an unpredictable large loss into a rela- 
tively small annual insurance cost. The same sort of actuarial calcula- 
tiou underlies life, accident, theft, and other such sorts of insurance. By 
contrast, the total amount of unemployment in any given year, or over 
any group of years, is highly unpredictable. There is no actuarial basis 
for predicting the number of workers out of a large group who will be 
unemployed in any given period. Unemployment depends on many 
factors — ^the^decline of industries, replacement of workers by machine 
methods, depressions and the like — and most of these factors themselves 
are highly unpredictable. 

2. Experience has shown that unemployment is likely to come on a 
mass scale during depression periods. Thus, the unemployment of one 
worker is likely to be associated with, and partially the cause of, the 
unemployment of other workers. It is as if all the buildings insured by 
a fire insurance company were attached, so that if one burned all the 
rest were thereby endangered. In fire insurance this is termed the “con- 
flagration risk," and no obmpany would think of assuming such a risk 
on a large scale. To afford to do so, the concern would have to charge 
extremely high premiums, and unless huge reserves had been accumulated 
it still might be wiped out financially by a single fire. Instead, by in- 
suring individual buildings in scattered localities or by reinsuring with 
other companies in case of risk concentration, most insurance companies 
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hold their payments to actuarial expectations and operate on roughly a 
current basis, with current income sufficient to cover current payments 
on claims and the company reserves left in investment. 

These considerations indicate the special problems of unemployment 
"insurance." Unemployment is not predictable with any real accuracy, 
and it becomes a mass risk not susceptible to the "spreading" that is the 
essence of regular insurance. Moreover, in the case of ordinary insur- 
ance, the insured person can usually contribute to a lower premium rate 
by reducing the likelihood of fire, accident, or theft in his own case; 
therefore he has a special incentive to help prevent the event insured 
against. But since the imemployment problem centers so largely in 
economy-wide depressions, there is relatively little that the individual 
employer can do to lessen the likelihood of unemployment for his workers 
in such periods. And the rapid breakdown of well-established unem- 
ployment insurance plans in England and Germany during the depression 
of the 1930’a illustrates the inability of regular premium-accumulated 
insurance reserves to meet for long the enormous demands of severe 
depression. 

Economic aspects of unemployment insurance 

If unemployment insurance is not insurance in the strict sense of the 
word, what is it? The answer is that fundamentally it amounts to a 
special and systematic form of unemployment relief, financed in the 
United States by pay-roll taxes levied on employers. The present plan 
aims to collect during periods of relatively full employment large sums 
to be disbursed when unemployment arrives. In essence, the plan might 
simply provide for "relief” to the unemployed equal to present insurance 
benefits and finance these relief payments out of special employer taxes 
without changing anything except the name. Yet there seems to be 
considerable reason for retaining the name of insurance, primarily on 
the psychological grounds of removing the stigma of charity from pay- 
ments made. 

Looked at economically, the problem becomes basically one of how 
large unemployment benefits should be, how the funds should be raised, 
and how the payments should be distributed. These are precisely the 
questions discussed at some length when alternative fiscal and mone- 
tary policies to mitigate depressions were examined, and what was' said 
there applies equally well here. Payment of large unemployment benefits 
is, on economic grounds, similar to direct relief; and insofar as the primary 
aim of depression spending is to restore full employment, the optimum 
volume of unemployment benefits is the same as that for relief payments, 
assuming that the two are alternative policies. How much should be 
spent to stimulate re-employment? Should the funds flow through public 
works, subsidies, or direct unemployment benefits? Should depression 
spending be financed by borrowing or taxation to be most effective, and 
if by taxes by what sort of levies? The answers to these general ques- 
tions provide, insofar as economic considerations go, the basic answers 
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to the more specific questions faced in planning unemployment insurance. 

During consideration of the Social Security Act, it was suggested that 
unemployment insurance premiums accumulated in good times should be 
invested in open market government securities, and that these securities 
should be liquidated when needed to obtain funds for benefit payments. 
The perverse effects of such a policy are evident. Large-scale investment 
of insurance premiums in good times would contribute to security booms 
and pour investment funds into the market, while the mass liquidation of 
securities in depression would not only involve partial loss of invested 
premiums resulting from price declines but would also strongly reinforce 
the downward spiral of liquidation and contraction, greatly increasing the 
task of monetary and fiscal authorities in checking the decline. 

In practice, it was evident that investing insurance funds in the open 
market was impracticable, and instead accumulated funds have been 
invested by the state insurance systems in special Treasury issues that 
are not salable in the open market. Under this arrangement, the net 
effect of social security financing depends on the use made of the funds 
by the Treasury. Insofar as pay-roll tax collections are used to finance 
current government expenditures, the insurance trust fund becomes merely 
a nominal “fund,” and part of the deflationary effect of the pay-roll taxes 
is offset. Insofar as the Treasury withholds the funds from the income 
stream, the pay-roll tax exercises its full deflationary effect and the overall 
effect is identical with cash accumulation by the insurance fund. Social 
security technicians have long insisted that unemployment insurance trust 
funds must be treated purely as insurance reserves and must not be 
involved in anticyclical fiscal operations. Yet clearly such a separation 
is impossible. Whether we like it or not, accumulation of unemployment 
insurance funds inevitably has potent fiscal implications, and in view of 
this fact there is every reason to adjust social security procedures to aid 
rather than hinder stabilization efforts. 

In view of these considerations, three points may be especially noted in 
connection with the present unemployment insurance plan: 

1. Coverage. Since unemployment insurance is fundamentally organ- 
ized relief rather than “scientific” insurance, there seems to be little 
ground for continuing to exclude a large portion of the working popula- 
tion. ' Social Security officials have already argued strongly for extending 
coverage to all excluded groups except possibly agriculture (because of 
administrative difficulties) , and there appears to be much in favor of this 
proposal if unemployment “insurance” really has substantial advantages 
over direct relief. Likewise, the present restriction of benefit payments 
to twelve consecutive weeks might be removed or loosened. The argu- 
ment underlying the present rule is that such a restriction is needed to 
maintain the solvency of the plan, but this solvency is largely technical 
since the government is forced to assume the relief burden for the unem- 
ployed who cease to receive insurance benefits. In view of the serious 
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drawbacks of the present financing methods noted in the following para- 
graph, however, extensions of coverage should be made only in the event 
that the method of collecting funds is changed. 

2. Financing. Many persons feel that because unemployment insur- 
ance is financed by a tax levied on the employer, the burden is borne by the 
employer. Such a tax, however, is generally shifted onto the worker or 
leads directly to unemployment. During depression periods the use of the 
pay-roll taxes on the employer for any expansionary purpose is self- 
defeating. In boom times, pay-roll taxes are highly deflationary, which 
may be desirable, but they are also highly regressive. To make unem- 
ployment benefits large enough to provide living incomes for all workers 
during prolonged periods of unemployment, pay-roll tax rates would have 
to be greatly increased. This would place the burden of financing relief 
directly upon the working class, upon those on the whole least able to bear 
the burden. If, as appears to be the case, national sentiment is in favor 
of less inequality of income and of helping the lowest income groups, there 
is much to be said for financing unemployment “insurance” primarily out 
of general tax revenues obtained through a progressive tax system as a 
standard policy, with appropriate use of borrowing in depression periods. 
Ideally, the sources of unemployment insurance payments should be 
determined on the basis of criteria for sound fiscal and monetary policy, 
not as a special revenue source geared to particular benefits derived by 
payment recipients. 

The best solution may be to retain unemployment insurance as one part 
of a broad program to provide benefits for the unemployed, supplementing 
these benefits when necessary by public works and direct relief. During* 
prosperity the use of insurance premiums would be determined by general 
fiscal policy. If this procedure should be followed, there is much to be 
said for asking workers to pay part of the cost of their own insurance (if 
such it is to be called) , but this might better be done through direct taxes 
on wages than through the present disguised wage-levies, which also act 
as direct deterrents to employment. The bulk of any necessary relief 
program could then be financed by other means, primarily borrowing or 
progressive taxation. In any case, the relief problem must be recognized 
as one of national scope, to be handled on some more or less uniform basis 
by national authorities. 

3. Benefits. Benefit payments under unemployment insurance, as 
under direct relief, ought to be substantially below those obtainable in 
private employment unless this would place the recipient’s income under 
some “minimum subsistence” level. Experience has shown that in many 
cases relief does become habitual and relief recipients become unwilling 
to return to work when government payments almost equal those in 
private employment. Relatively low government payments constitute 
the strongest safeguard against “loafing on the dole.” Once again, how- 
ever, the question becomes involved in considerations of monetary and 
fiscal policy concerning the best type of government expenditures to 
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Qombat uiiemployment. Likewise, the sociological and psychological con*> 
siderations involved in the treatment of unemployed persons are often not 
in accord with those of economic reasoning. In any case, it is generally 
agreed that payment of unemployment benefits should be made contingent 
upon the recipient's registering at a government employment exchange 
and his accepting employment when offered at “prevailing wages" and 
under “prevailing working conditions." 

Whatever the size of the benefit payments made, it should be recognized 
that this is not the end of the government’s responsibility. In depression 
the need for training youths and re-training older unemployed workers 
for useful jobs is tremendous, and this responsibility of government should 
be correlative with that of feeding and clothing the needy. Government 
re-training and interim subsidies to aid workers in adjusting to industry 
shifts could greatly ease the depression suffering of many skilled groups, 
and the training of maturing youths for useful jobs would both mitigate 
depression diflBculties and build for the future. The great lag of the 
United States in accepting these governmental responsibilities is inex- 
cusable; many other nations have long made government-financed voca- 
tional activities a central part of their social security programs. 

Old-Age Insurance and Aid to Special Needy Groups 

The Social Security Act provides for a system of old-age insurance and 
annuities, administered solely by the federal government. Insurance is 
made compulsory for all workers except those specifically exempted, and, 
•except that firms hiring less than eight workers are included in the old-age 
plan, the exemptions are roughly the same as for unemployment insurance. 
Old-age insurance is partly financed by a pay-roll tax similar to that of 
the unemployment insurance plan, the rate (1942) being 1 per cent of 
the wage or salary of the employee. For old-age insurance, however, a 
like amount is deducted directly from the wage of each worker, making a 
total premium rate of 2 per cent of wages or salary. 

In theory the plan is set up to resemble an ordinary insurance company, 
with premiums (taxes) calculated roughly on an actuarial basis and 
reserves accumulated to strengthen the fund and assure payments when 
policyholders’ claims come due. The funds thus collected are required by 
law to be invested in United States government securities of certain types, 
with the interest received by the Old-Age Insurance Fund from the 
Treasury being added to accumulated tax receipts to finance benefit pay- 
ments when they come due. The annuity payments provided by the plan 
begin at age 66, assuming that the policyholder is willing to give up gainful 
employment, a necessary condition of receiving payments. The annuity 
received by any worker bears a proportional relation to the premiums he 
has paid in (and therefore to the salary received during, his working 
years), but in no case may it exceed $86 per month. If the insured dies 
before reaching 66, the monthly payments to which he would Have been 
entitled thereafter are paid to his widow, unmarried children xmder 18, or 
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to his parents under certain conditions. If there is no survivor eligible 
to receive these monthly payments, a lump sum, calculated on the basis 
of the premiums paid in, is paid to the estate. 

Although from the point of view of the insured individual there is a 
close similarity between this system and ordinary annuity policies sold 
by private companies, from an overall point of view certain important 
differences exist. The most crucial of these centers aroimd the vast 
amount of funds collected and paid out under a nationwide compulsory 
insurance plan. 

In the discussions preceding inauguration of the federal plan, some 
persons favored accumulating a huge reserve fund of many billions in 
cash, but the tremendous deflationary pressure of completely withdrawing 
such a sum from the income stream over a period of years was obviously 
something to be avoided. Therefore, two alternatives were available. 
One was to put the plan on a pay-as-you-go basis, with taxes adjusted 
to approximately equal benefits each year. The other was to levy 
actuarial old-age rates from the outset, investing accumulated premiums 
in government securities. Eventually the two plans would become almost 
identical, when, around 1980, the number of new persons entering the 
plan will roughly equal the number retiring or dying. But in the mean- 
time use of actuarial rates would pile up large reserves (to around 
847,000,000,000 by 1980) because those becoming eligible for benefits 
would have relatively small accumulated payments while full premiums 
were being paid into the reserve fund by all insured persons. On the 
other hand, a pay-as-you-go policy would have meant very low pay- 
roll tax (premium) rates at the outset but higher ones eventually than 
would be necessary if reserve funds were accumulated over the early 
period. 

The alternative chosen was that of accumulating the reserve fund, 
largely because this was thought to give a fairer distribution over time of 
the costs of old-age insurance. Moreover, since a huge government debt 
was already outstanding and growing in the 1930’s, social security reserves 
could be invested in government securities without requiring any increase 
in the public debt or in debt service charges. Instead, this use of the 
insurance reserves reduced the amount of ^'outside” borrowing required to 
finance current government expenditures. None the less, as might have 
been expected, the heavy pay-roll tax collections proved highly defla- 
tionary, especially in view of the large-scale unemployment during the 
’thirties, and probably substantially offset more expansionary federal 
fiscal policies. 

As a result, the plan has in essence been put on a pay-as-you-go basis, 
with a 1939 amendment requiring the trustees to make a special report to 
Congress requesting tax changes whenever they think the fund is danger- 
ously reduced or more than three times larger than estimated benefit 
payments for the coming year. Presumably, if such a report were made, 
Congress would take steps to increase or decrease tax levies for the fund. 
This pay-as-yow-go basis, used by private insurance companies, appeared 
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essential in view of the monetary implications of collection and with- 
drawal of funds on such an imprecedentedly large scale. 

Aside from the huge size of the old-age insurance plan and its monetary- 
fiscal implications, the major difference between it and private insurance 
lies in the method of collecting premivuns. Private insurance is voluntary 
and individually financed. The public plan is compulsory and tax- 
financed. The tax deducted from the wages of the worker is obviously 
an expense to the worker, but, in view of the very moderate cost of the 
insurance to the individual, a thoroughly justifiable expense. Continu- 
ance of the tax on the employer is less warranted. This tax is virtually 
certain to be shifted to the employee, and is likely to cause unemployment 
as well. If we want to compel workers to buy old-age insurance, the total 
tax should be placed directly on them instead of getting essentially the 
same final burden but additional unemployment problems through use of 
the employer pay-roll tax. If we want to provide old-age insurance for 
workera without placing the full cost on them, there is much to be said for 
subsidizing the insurance system out of general tax receipts. This would 
place some of the burden on groups other than the workers, although 
workers would finance part of the subsidy through their own regular tax 
payments. If the subsidy should be financed by those best “able to pay,” 
the solution is the use of progressive taxes bearing most heavily on the 
highest income groups. 

Old-age pensions 

The inadequacy of private charity as a means of support for indigent 
aged persons has become increasingly evident throughout the last century, 
and state and local relief funds have gradually been set up to supplement 
private assistance. Sut it was not until 1935 that provision was made by 
the federal government for giving systematic aid to this group. Part of 
this aid comprises the old-age insurance system just discussed, which 
provides income in old age for participants regardless of need. A quite 
separate part is the provision that the federal government will match state 
pension payments to needy aged persona up to $15 per individual, making 
a total matched payment (federal plus state) of $30 per person. Since the 
maximum federal contribution is $15, if a state wishes to increase the total 
payment over $30, it must provide state funds to finance the entire excess. 
Actually, many states have failed to take advantage of the full federal 
contribution, and total payments in those states are less than $30 per 
month. If the aged person has other sources of income, the pension he 
receives is likely to be reduced from the maximum available. 

Considerable agitation has occurred in favor of easing the terms on 
which federal funds are made available for the aged needy. The extreme 
poverty of m^y old persons, even after receiving the combined state- 
f^eral grant in many states having low maxima, is pointed out. The 
gist of many of these suggestions is that the federal government make 
available funds beyond a dollar-for-‘dollar basis to states that are unable 
to provide their full $15 share, or that the federal government increase 
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its matching by offering to contribute more than the present |15 limit. 
Accompanying these suggestions is often the proposal for closer federal 
supervision of the standards under which the states provide pensions. 
Many cases of inefficient and even corrupt handling of state and local 
pension funds have come to light, and since the distribution of federal 
funds is carried on through state and local agencies there appears to be 
good reason why additional federal aid should be made contingent upon 
improved administration. 

Aid to other special groups 

The federal goverament extends grants-in-aid to the states for numerous 
ocher purposes. Financially most important of these are the grants to 
aid in caring for needy dependent children, where the federal government 
will provide one third of the total benefit payment up to a maximum of 
$18 total payment for the first child in a family and $12 for each other 
child. Other grants are made to the states to aid in caring for the blind, 
for extending and improving local maternal and child health programs, 
for extending rehabilitation programs for the physically disabled, and for 
extending assistance programs for crippled, homeless, and delinquent 
children. Further, large sums are granted regularly to provide for more 
adequate public health services. 

Under the Social Security Act, the federal government has also taken 
steps to coordinate state and local employment exchanges into a national 
system, both to aid unemployed persons in finding jobs and to aid em- 
ployers in reaching available labor supplies. Faced with the almost 
complete absence of effective state or local publicly operated labor 
exchanges, the progress of the Social Security Board has been slow. 
However, the national defense program provided a drastic stimulus to 
the public employment exchanges program, and, coupled with govern- 
mental training programs and “refresher courses” for jobs crucial to 
the war effort, the public employment exchanges have recently played 
an important part in increasing worker mobility. But in spite of this 
development, the United- States is still far short of equaling,the employ- 
ment exchanges and placement programs publicly operated in many 
European countries and in Australasia. 

Workmen's Compensation 

The risk of industrial accident, with its attendant loss of working time, 
medical expenses and often permanently impaired earning capacity, has 
long constituted a major sphere of inseciu’ity for wage earners. Since the 
beginning of large-scale mechanized industrial production, accidents have 
taken a devastating toll of workers, even into recent years when the use 
of safety devices has spread rapidly. While government action to allevi- 
ate this type of insecurity has been mainly along regulatory lines and 
falls outside the public economy proper, the legal requirements imposed 
on employers have in effect constituted an integral -part of the social 
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8eQurit3^ program and must be coneideved in connection with other: security 
measures. 

Under the common law, workers could obtain damages from employers 
in cases of industrial accidents only when the accident could be proved to 
be the result of the employer's own negligence. In effect this principle 
barred the employee from collecting damages in the vast majority of 
eases, even when the employer’s responsibility was clear. Not only was 
the employee usually in no financial condition to fight through a lawsuit, 
but he knew that his job would vanish if such altercations with his 
employer were incurred. Moreover, the law gave the employer three 
special defenses, any one of which could prevent the worker from collect- 
ing: ( 1 ) the doctrine of “contributory negligence,” which provided that if 
the worker himself was negligent to any degree, however slight, he could 
not collect damages, no matter how great the negligence of the employer ; 
( 2 ) the “fellow servant” doctrine, which provided that if an accident was 
the result of another employee’s negligence the employer could not be held 
liable; and ( 3 ) the “assumption of risk” doctrine, which held that a 
worker assumed the “ordinary” risks of the occupation when he took 
a job, and could not collect for injuries received through assumption of 
such “ordinary” risks. The definition of ordinary risks depended largely 
on the courts, and generally the range the employer could get classified 
as “ordinary” was large. In view of these forbidding legal barriers, 
coupled with the worker’s limited knowledge and financial resources, it is 
little wonder that (in cases of injuries from industrial accidents) the 
worker generally either collected nothing or had to be satisfied with a 
small settlement out of court. 

The list of states adopting compulsory workmen’s compensation laws 
to aid the worker has grown steadily but slowly. There is no compre- 
hensive federal law on this subject,* and the state laws in force vary 
widely in their provisions. The core of almost all workmen’s compen- 
sation acts is, however, the provision that the employer is responsible for 
injuries resulting from any accident “arising out of or in the course of 
employmentf” The passage of such an act replaces the provisions of the 
old common law, and the worker need not prove employer negligence to 
collect for accidents occurring on the job. In view of the obvious intent 
of such laws, the courts have generally been strict in holding employers 
responsible when cases have been brought into court. Under most state 
laws, employers are required to take out accident insurance with approved 
oompanies so that employees’ claims will be fully protected. Some states 
have set up their own insurance funds, to which employers must contribute 
premiums on a regular insurance basis. 

Workmen’s compensation laws mark an important step in the broaden- 
ing recognition of the need for public action to assure social security for 


* Special provisions are made for federal and District of Columbia employees and 
for marine persmuael at sea 
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the lower income groups, lioss of working time through accident may not 
be serious for a man making $10,000 a year, but it is a constant specter 
for one earning $1,000. Moreover, the high income employee is often 
protected by the terms of his contract or the customs of his occupation; 
he is usually hired on an annual basis, and adequate allowance for sick 
leave with pay is generally provided. Furthermore, the risks of industrial 
accident are low for most upper income jobs. These factors being recog- 
nized, the basic shift responsible for the spread of workmen’s compensation 
acts has probably been the growing ethieal presupposition that society 
has a responsibility to protect the employee from injustice in case of 
accident. Weie their incomes higher, wage earners might be expected to 
save enough to protect themselves against the “rainy day” when they are 
laid up by an accident; but the great mass of workers are unable to make 
such provision, or even to purchase individual accident insurance policies. 

Supplementing this ethical argument for workmen’s compensation are 
others. One of the most important of these is the fact that compensa- 
tion acts have proved to be highly effective in reducing the number of 
accidents. When employers become liable for damages arising out of 
industrial accidents, they have a strong incentive to install safety devices 
and take all possible precautions to prevent the occurrence of accidents. 
The remarkable safety records of recent years, as compared with the 
shocking accident rates of the past century, are in considerable part 
attributable^ to workmen’s compensation provisions, under which an 
employer’s insurance premiums often vary inversely with his accident 
rate. 

Another argument widely advanced in support of workmen’s compen- 
sation is that injuries to workmen are as much a cost to be assumed by the 
employer as is wear and tear on buildings and on machinery. In spite of 
this argument, however, it is probable that in most cases the cost of 
accident insurance is largely shifted back to the worker in the form of 
lower wages, although part may be shifted to the consumer or may be 
borne by the employer. The cost imposed by the insurance is similar to 
the pay-roll tax imposed on the employer under the unemployment and 
old-age insurance programs. Insofar as 'Shifting to the worker occurs, 
workmen’s compensation amounts to compulsory accident insurance paid 
for by the worker. 

^ The desirability of workmen’s compensation acts is now rarely ques- 
tioned. Insofar as producers and consumers of products involving high 
accident losses bear the costs of accident insurance, real social costs are 
being allocated to the industries insuring them. And even if the costs are 
shifted backward through lower wages, workers are usually better pro- 
tected at less cost to themselves in this way than through any available 
form of private insurance. In either case there is reasonable assurance 
that injured workers’ rights will be protected and that unforeseen acci- 
dents will not constitute complete disaster for low income wage earners. 
Compulsory employee accident insurance is soimd social policy, even if 
workers themselves must pay the bill. Many enthusiasts for so(aal re- 
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form, however, urge that the federal government should take steps to 
replace present arrangements by uniform nationwide protection. 

Conclusion 

The primary economic effect of the widespread social security program 
is to provide incomes for persons unable for some reason to earn incomes 
for themselves. Money incomes received under social security provisions 
give the recipiente purchasing power and enable them to obtain a share of 
the national real income produced by employed labor and other productive 
agents. 

Some social security expenditures contribute directly to increased future 
productive power— this is notably true of public health, child care, and 
rehabilitation expenditures. Establishment of employment exchanges 
and other steps to increase resource mobility act directly to increase 
current real income. On the other hand, the use of pay-roll taxes may 
directly lessen employment and reduce national income. And it is unde- 
niably true that a large portion of social security expenditures in no 
visible way contribute to increased production, present or future. Such 
expenditures represent, therefore, simply a sharing of the national real 
income with nonworking persons by those who are still engaged in pro- 
ductive effort. 

It is not necessarily an argument against social security measures that 
they provide security for some idle groups largely or even entirely at the 
expense of lower incomes for working groups. The whole social security 
program rests largely upon ethical and moral foundations ; the premise is 
that it is the responsibility of society to care for those who for some reason 
are temporarily or permanently unable to care for themselves. It is 
argued also that redistribution of income in favor of the lower income 
groups should be undertaken for its own sake, quite aside from steps to 
increase the total real income to be divided. These objectives seem to be 
of ^owng importance in modem social thinking and policy making. In 
achieving this end of assisting particular needy groups and the lower 
income levels ,Sn general, the social security program has been reasonably 
successful, though in some cases only at the expense of reducing the total 
national income to be divided. 

As a rapidly growing sector of the public economy, social security has 
exhibited serious internal conflicts. Set up primarily as a social reform 
program, it has been imperfectly coordinated and has often been in direct 
conflict with the public economy goal of business stabilization at relatively 
full employment. The institution of social security pay-roll taxes in 1937 
was badly timed ; indeed it helped to intensify and possibly precipitated 
the sharp business recession of that year. The repressive effect of the 
same taxes on employment during the “in between” years of 1938 and 
1939 has been mentioned. Finally, with the inflationary pressure of war 
financing growing ever stronger in 1941 and 1942, many social security 
advocates fought all proposals to increase social security tax rates, how- 
ever desirable such increases appeared as part of an anti-inflationary 
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fiscal program. Closer integration of technical social security practices 
with broad fiscal policies could surely be attained. Yet considerable 
rigidity in social security rates and payment practices may be justified on 
the grounds of keeping the system as far as possible out of the easy reach 
of political pressure groups. Were insurance premiums and payments 
put on aa out-and-out pay-as-you-go basis, social security might easily 
degenerate into a political football. The conflicts of social policy cannot 
always be solved by the processes of economic logic. 




Part XI 

THE INTERNATIONAL ECONOMY 

PREAMBLE 

In the modern world it is hardly necessary to emphasize the close inter- 
dependence that exists between nations. History has demonstrated the 
economic advantages to be had from international trade and lending; it 
has also called attention to certain liabilities connected with heavy 
dependence on buyers and sellers abroad. To a considerable extenf the 
real issues in international economics are those of political relations 
between nations, which have been and must be controlling over “purely 
economic” considerations when questions of war are involved. On the 
economic level, however, the case for extensive international trade and 
lending is remarkably clear, in spite of the consistent policies of trade 
repression followed by most countries. 

Why do the layman and lawmaker generally distrust foreign trade and 
favor the tariff? Why have nations so consistently flown in the face of 
economic reason, if the case for international trade is so clear? There is 
probably nowhere else in economics a better opportunity for applying 
relatively simple economic analysis to popular fallacies predominant in 
public policy making. International economics, while fundamentally 
only an extension of the principles enupciated in the pftceding Parts, 
constitutes an integral part of any body of economic doctrine that is to be 
useful in studying the real world of today. 
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international Trade and Lending 


Fbw indeed .are the subjects in the field of economics on which the general 
public has been so long and so thoroughly misinformed as on the question 
of international trade and the tariff. Yet, strangely enough, there are 
few branches of economics where central principles are so simple and 
clear-cut, and where economists are so thoroughly in agreement as in this 
case. For the most part, the principles applicable to international trade 
are simply those of specialization and division of labor that underlie 
domestic economic activity. On the surface there would appear to be no 
reason to suppose that human welfare could be improved by obstructing 
the processes of specialization and exchange. Yet in fact, over long 
centuries governmental trade policy has consistently flown in the face of 
these principles. Such a phenomenon deserves careful attention. 

The Basic Case for International Trade 

Interregiohdl 'and international trade 

The advantages of interregional specialization and division of labor 
within nations are everywhere recognized. Iowa produces com and hogs, 
Florida specializes in citrus fruits, and Alabama finds her circumstances 
well suited to cotton-raising. Few are the souls who would suggest that 
Iowa should raise her own oranges and cotton, Florida her own com and 
pork. Differences in geography and climate, in the tastes and aptitudes 
of the people, and in the supplies of capital goods available^ in different 
localities go far to determine in which lines- of production each area can 
most advantageously specialize. Because these various resources and 
productive conditions are more or less fixed in the areas where they now 
exist, specialization occurs and goods are exchanged between areas. Were 
resources completely mobile, resources might move instead in accordance 
with consumer demands in different localities and little specialization and 
movement of goods occur, except insofar as prompted by advantages of 
large-scale production. But given widespread resource immobility, the 
most eflScient economic distribution of resources will be obtained when, 
allowing for the given geographical distribution of human and material 
resources, each productive agent is used where its marginal productivity 
is highest. In this way the greatest quantity of wanted goods will be 
produced and residents of all participating areas will gain in the resulting 
exchange. In the simple example above, we might say that Iowa has an 
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"absolute advantage” in producing corn, and Florida an "absolute advan- 
tage” in producing oranges, since comparable amounts of productive 
resources will clearly produce more corn in Iowa than in Florida, more 
oranges in Florida than in Iowa. Under these circumstances it is obvious 
that both more com and more oranges 0api be produced with interregional 
division of labor. 

One major difference between interregional and international trade 
arises from the fiaet that tnttny natioils nave difTerent currencies and 
trade necessarily involves a currency-conversion in making payments. A 
second basic difference arises from the greater immobility of resources, 
especially human beings, in international trade. Interregional migration 
may be limited by institutional conditions but it is seldom flatly pro- 
hibited; by contrast, international migration is widely checked by national 
immigration barriers. But if these differences are waived, international 
trade constitutes merely an extension of the principles of interregional 
exchange. The mere existence of a national boundary line does not alter 
the basic principle that specialization and exchange are beneficial to the 
participants. 

The low of comparative advantage ^ 

If every region and every nation could produce every good equally 
cheaply, there would be no advantage in exchange between areas. How.- 
ever, different regions and different nations have very great differences in 
efficiency in producing differeht goods, differences that persist because of 
international immobility of resources. These differences arise largely out 
of five considerations: 

1. Over the face of the earth climatic and geographical conditions vary 
widely. Brazil is admirably suited for raising coffee, Newfoundland is 
convenient to the fishing waters of the Grand Banks, and the rich soil of 
the lower Nile valley is ideal for cotton production. Minerals must be 
mined where the deposits are located. Thus Texas and Oklahoma are 
great oil-producing centers, while Chile has rich nitrate deposits. Such 
geographical and climatic differences alone would suffice to provide the 
basis for worldwide specialization, even though no other differences 
existed. 

2. Just as soils and climates vary over the globe, so do human capaci- 
ties. Some groups are physically large and strong, adept at physical 
labor. Others appear more successful at tasks requiring dexterity and 
manual skills. Still others excel in enterprise and organizational ability. 
Hiese differences may be due to long-standing racial characteristics, or 
they may be due to the political, social, and economic environment in 
which individuals are raised and live. Whatever the reasons for such 
differences — and clearly differences in human capacities mirror a complex 


1 The expositioD of this eectioii follows that of R. F. Hatrod, International Eco^ 
nomiM (Nisbet aad Company, Ltd., London, 1630), Chapter II. 
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set of factors — ^their existence constitutes a major rekson why inter* 
national specialization and trade will be beneficial. 

3. The accumulated supply of capital goods varies greatly from area to 
area and nation to nation. In some countries, centuries of accumulation 
have produced large supplies of fixed and molaile capital, in the form of 
railroads, buildings, machinery, and so forth. In others, where coloniza* 
tion and economic development have come more recently, stocks of capital 
goods are low. Moreover, vast differences exist between the kinds of 
capital accumulated in different nations. The United States is widely 
known for its vast, well-equipped industrial plants. Argentine capital, 
on the other hand, is largely in forms fitted to handling and processing 
beef, wheat, and other basic farm products. 

4. The very uneven distribution of resources over the world means 
that the 'proportions between different types of resources vary widely 
from country to country. Thus Australia has vast plains but relatively 
few people and capital goods. Therefore, she finds it advantageous to 
specialize in products requiring a high proportion of natural resources to 
labor and capital goods. England, on the other hand, finds land exceed- 
ingly scarce relative to human beings and capital. Therefore, she is 
best fitted for manufacture and industry, even though her soil might be 
as good as Australia’s for wheat-growing. In laying the basis for 
profitable exchange, such variations in proportions of the different type 
of resources are as important as differences in the resources themselves. 

5. In addition to these more strictly “economic” considerations, great 
differences exist in the political and social climate in different countries. 
In countries of stable government and conservative traditions, vast in- 
dustrial organizations requiring large long-period capital commitments 
are likely to grow up. By contrast, in backward, illiterate, badly gov- 
erned areas, conditions are likely to be almost prohibitory against mass- 
production industry. A hustling, mechanical-minded nation such as the 
United States could hardly be expected to be satisfied again with a small- 
unit, predominantly rural economy, any more than the South Sea 
Islanders could be expected to be happy or efficient auto, makers. Per- 
haps political and social climate and traditions do not properly constitute 
a separate differing factor. Yet the importance of socio-political dif- 
ferences in determining national economic “aptitudes” cannot be over- 
looked, whether this factor be classified separately or merely reflected 
in the economic differences considered above. 

Given these various differences between nations, it is clear that inter- 
national trade will be advantageous. Similar differences underlie much 
of domestic trade, although domestically much more movement of re- 
sources and much less of finished goods is likely to occur. But to what 
extent each nation should specialize and how far international trade 
should go is not so obvious. 

If the greatest possible advantages of foreign trade are to be (Stained 
lor all, each nation must devote itself to what it can do most cheaply. 
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In the oversimple case of Iowa and Florida producing com and oranges, 
respectively, where the absolute advantage of each in its representative 
pr<^uct is clear, both will benefit by complete specialization; to maximize 
real income Iowa should raise all the com, Florida all the oranges. But 
the concept of absolute advantage is a slippery one when it comes to 
comparing costs between different nations having different monetary 
units, different proportions of factors of production, different labor 
standards, and different productive techniques. Most people would prob- 
ably agree that as between coffee and factory machinery, Brazil has an 
absolute advantage in the former, the United States in the latter. Yet 
even in such an extreme case it is very difiScult to be precise as to just 
why we are so sure that these absolute advantages exist. When less 
striking cases are considered, such ns woolen manufacture in the United 
States and. England, this difficulty becomes almost insurmountable. 
Monetary comparisons mean little, since different monetary units pre- 
vail in the two countries, and thus far no one has been able to find a 
satisfactory measure for comparing absolute costs in different countries. 
Moreover, even were such a measure available, the question would remain 
of the advantageousness of trade between nations where one has an 
absolute advantage in many or all products. 

Fortunately, it is not necessary to say anything about the absolute 
advantage of different nations in determining how far specialization and 
trade can most profitably be carried. To illustrate this fact and the 
principle underlying the advantage from international trade, let us take 
a simple example, considering the position of one country, let us say, 
the United States, vis-a-vis the rest of the world with respect to the pro- 
duction of the two commodities, wheat and cloth. 

Since comparative cheapness of producing different commodities is the 
issue at hand, it is necessary to have some unit for measuring cost of 
production within each nation. This may be dollars, labor-days, baskets 
of commodities given up, or whatnot — it does not matter what so long 
as some standard cost-unit is available. Having some unit of com- 
parison, let us,so define units of wheat and cloth that the cost of pro- 
ducing one unit of wheat in the United States is equal to that of producing 
one unit of cloth. Say that each costs x cost-units to produce, as indi- 
cated in Table 52 — 1. This might mean, concretely, that with x cost 
one bushel of wheat or two yards of cloth can be produced. Then one 
bushel would be one unit of wheat, and two yards would be one unit of 
cloth. 

Let the cost of producing the same unit of wheat abroad be y, again 
leaving undefined the exact nature of the cost-unit. This cost-unit 
bears no necessary relationship to the measure used in the United States ; 
indeed, it cannot, for the reasons indicated above in discussing the con- 
cept of absolute cost. Costs in the United States may be measured in 
dollars, those abroad in man-hours; other standards are equally accept- 
able. Let iis further suppose that the cost of producing our unit of cloth 
abroad is 2y, assuming thereby that abroad the cost of producing cloth 
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is twice that of producing wheat. This situation is shown in Table 52—1. 

Suppose that up until now no trade in wheat and cloth has occurred; 
each country produces its own supply of both. Will it pay to undertake 
further specialization and trade in the two commodities? The answer is 
yes. Productive resources are equally eflBcient in producing wheat and 
cloth in the United States; obtaining one more unit of wheat means giving 
up one unit of cloth, and vice versa. But abroad productive resources can 
be used only half as efficiently in producing cloth as in raising wheat; 
two additional units of wheat can be produced by giving up one of 
cloth. Therefore there will be an increase in total output if the United 

TABLE 52—1 

Cost of production Cost of pwduction 

in the United States abroad 


Unit of wheat x y 

Unit of cloth x 2v 


States uses more of her resources to produce cloth while abroad resources 
are shifted to raising wheat. By transferring resources from cloth to 
wheat abroad, foreigners produce twice as many additional units of wheat 
as they give up of cloth; by transferring resources from wheat to cloth, 
the United States produces as many additional units of cloth as she gives 
up of wheat. 

It might appear from the notation of Table 52—1 that the United 
States has an absolute advantage in production over foreigners, since 
abroad it takes 2y to produce a unit of cloth while here only lx is 
required. Actually this has not been assumed at all. Since cost units 
X and y bear no necessary relation to each other, the table shows onl}'^ 

TABLE 25—2 

Cost of production Cost of production 

in the United States abroad 


Unit of wheat x 

Unit of cloth x * y 

\ 


the comparative costs of producing wheat and cloth in the United States 
and the comparative costs of producing the two abroad. The situation 
might have been equally well indicated as in Table 52 — 2. Table 52 — 1 
and Table 62 — 2 represent identical facts; exactly the same advantage 
from specialization and trade is indicated by both, as will easily be seen 
by tracing through again the resource shift discussed in the preceding 
paragraph. 

The principle illustrated by these simple tables is that gain from spe^ 
cialization and trade is possible if the cost ratios of producing two com- 
modities are different in different countries. This same principle would 
have applied in the above example had the cost ratios been 3:2 in the 
United States and 6:1 abroad, or any other set of differing ratios. It 
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must be emphasised again that the principle and the tables say nothing 
about the relative costs of producing wheat here and abroad, nor of 
producing cloth here and abroad. The possibility of gain from trade 
does not depend on the comparative cheapness of producing each com- 
modity as between different countries; it depends on the relative costs 
of producing wheat and cloth in one country in relation to the relative 
costs of producing them in other countries. Absolute costs are irrelevant. 

In practical terms, for example, it would make no difference at all in 
the wheat-cloth case whether one day’s work would produce one unit 
of wheat here and ten abroad, or vice versa, if it is assumed that the 
cost ratios are as indicated in the tables. Similarly, it would make no 
difference if one day’s work here would produce five times as much 
wheat and ten times as much cloth as abroad. Gain from trade will 
occur whenever the cost-ratios differ. This principle, that gain will be 
maximized when each nation specializes in the lines where it has the 
greatest comparative advantage or the least comparative disadvantage, 
is commonly known as the “law of comparative advantage.” 

From the reasoning thus far it should be easy to tell how far it will be 
advantageous to carry specialization and trade. Gain from trade is 
possible until the cost ratios of producing the two commodities are the 
same in the United States and abroad. As production of cloth increases 
in the United States and that of wheat abroad, both sooner or later meet 
with increasing costs. In the United States the cost of producing cloth 
will rise relative to wheat, and abroad the cost of producing wheat will 
rise relative to cloth, until at some levels of output the cost ratios become 
identical here and abroad. Thereafter, there is obviously no advantage 
in further specialization and exchange, since no further increases in total 
output can be obtained thereby .- 

As long as cost ratios are different here and abroad, either more wheat 
and cloth can be produced with the same resource expenditure, or the 
same amotmts can be produced with less resource expenditure, permitting 
additional production of other commodities or increased leisure. But 

2 This principle of gain from trade can be shown in a simple diagram. Let one 
axis represent cloth and the other wheat. Any point on OA shows the relative cost 

of producing wheat and cloth in country A, 
while any point on OB shows the cost ratio 
in country B. Thus for some output of 
wheat, OQ, in A an identical cost is required 
to pr^uce QM cloth. In B, the cost of 
OQ wheat will produce QAf' cloth. There- 
fore, clearly gain will accrue if A specializes 
in wheat and B in cloth. 

As this specialization proceeds^ wheat will 
be subject to increasing costs in A and cloth 
to increasing costs in B. Thus lines OA and 
OB will move toward each other. When 
they become identical, let us say along the 
dotted intermediate line, the cost ratio will 
be OQ\QN in both countries, and further gain from trade wilt be impossible. 
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the extent of the gains from facade and how they will be divided between 
the countries involved are more difficult questions. In general, we may 
say that the greater the difference in cost ratios the greater the gain from 
trade that is possible by inoreasing specialisation until the ratios become 
identical. The exact division of gains among the countries concerned 
depends largely upon the cost functions and demand conditions for both 
pr^ucts in the various nations, and upon the size of each country relative 
to the others. But the problem of measuring these gains is so complex 
that it does not, for our elementary purposes, repay detailed study. 

When the law of comparative co^s is generalized to the real world with 
its many countries and thousands of products, no new principles are intro- 
duced but the picture becomes tremendously more complex. Gain will 
still be maximized if each country specializes in producing those goods 
and services in which its comparative advantage is greatest or its com- 
parative disadvantage least, carrying this specialization up to the point 
where the cost ratios involved are equal to those of other countries produc- 
ing the same products. This means, of course, that in any given country 
production of many products will never take place, because the country’s 
comparative disadvantage in their production is so great. It means, like- 
wise, that each nation wdll almost certainly find it advantageous to produce 
a considerable variety of products; even though its comparative advan- 
tage may be unusually great for some particular product, the advantage 
will seldom be large enough to exclude production of all other goods, 
especially since expanding output sooner or later means rising unit costs. 
The introduction of transportation costs into the picture further strength- 
ens the likelihood that each commodity will be produced in several 
countries and each country will produce a variety of products. Trade 
is profitable only when the gain is sufficient to overcome transport charges. 
Therefore the existence of shipping charges, insofar as they are greater 
internationally than domestically, discourages foreign relative to domestic 
la’ade. 

The law of comparative costs, free trade, and the price system 

With free trade and free, competitive movement of prices in all coun- 
tries, the maximization of gain indicated by the law of comparative costs 
would tend to be realized as entrepreneurs and individual resource owners 
in every country sought to maximize their incomes. In each country, 
under such circumstances, the greatest profits could be obtained by 
increasing production of those commodities most desired by consumers 
at home and abroad. If the United States’ comparative advantage is 
great in producing automobiles, this fact would be reflected in high 
returns to resources in the automobile industry. If our comparative 
advantage is low in producing spices, American spice producers would 
be unable to pay wages high enough to bid resources away from the more 
efficient automobile industry, since the world price for spices is set by 
relatively efficient East Indian production. Thus under a free price 
system and free trade, the resources of each nation would tend to be 
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^awn through the search for profits into its relatively most efficient 
industries, and exchange would tei^'to occur -in the manner indicated 
in the prec^ng section. The details of this process, however, must wait 
upon the discussion of differing national monetary systems in the next 
chapter. ^ 

Insofar as barriers are established to the free international movement of 
goods or the free movement of resources within any nation, the process of 
specialization and trade is impeded and the gains from trade lessened. 
The case for free trade internationally is the same as the case for free trade 
domestically — ^that, in the absence of restrictions, resources will presum- 
ably be most advantageously allocated by the price system in accordance 
with consumers’ demands and resource owners’ preferences as ,to jobs. 
In foreign, as in domestic, trade, a variety of circumstances may arise 
under which one or a group of nations may gain by restricting trade. 
Some of these situations call for special attention in subsequent chapters. 
But on balance they bulk small against the basic advantages of free 
exchange. 

The principle of comparative costs specifies the conditions under 
which the optimum allocation of resources within each nation may be 
obtained. It does not deal with the problems of resource unemployment. 
This does not mean that the principle of comparative costs rests neces- 
sarily on the assumption of full employment, but rather that it takes the 
level of employment as a given, determined largely by other considera- 
tions. The relation of foreign trade to domestic business fluctuations 
must be considered subsequently, but its exclusion here need not disturb 
us Neatly. 


The Basic Case for International Lending 

Society benefits when individuals and institutions save and invest, 
because xiseful capital goods and durable consumers’ goods are thereby 
accumulated. The saver gains individually from the return on his 
investment, and society gains from the increased efficiency of roundabout 
production permitted by additional capital goods or directly from having 
more consumers’ goods. And both the saver and society gain most when 
savings are invested where their productivity is highest. 

In the domestic economy we have for the most part trusted the price 
system to allocate savings to the most desirable investments. Savers 
(directly or through such institutions as banks and insurance companies) 
invest their funds where the combination of safety, liquidity, and rate of 
return wems most attractive. Since the rate of return tends to be 
highest in those investments that directly or indirectly fulfill the strongest 
consumers’ demands, savings will thereby be drawn into those industries 
where consumers most want output increased. Thus, although the process 
works imperfectly, consumer choices direct the allocation of savings 
among investments, with the rate of return available in different invest- 
ment opportunities the basic allocation guide. 

Internationally, as well as domestically, society is generally best off 
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if savings are allocated to those investment opportunities where their 
marginal productivity is greatest. International loans are “better” than 
domestic loans when the anticipated rate of return on them (including 
risk allowance) is greater. For decades both England and the New 
World gained from heavy loans by Britishers to individuals and businesses 
in the rapidly developing Western Hemisphere. British lenders gained 
by receiving good returns on their investments; borrowers gained by 
obtaining additional capital to combine with the plentiful natural re- 
sources of the New World. This same process of lending by older, 
wealthier nations in undeveloped areas has gone on over several cen- 
turies, although growing barriers have recently stifled such lending. In- 
ternationally, as well as domestically, lending may be unwise if the loan 
is unsafe, or undesirably illiquid, but internationally as well as domes- 
tically both lender and society tend to benefit most from having savings 
converted into those investments that promise the greatest return. Here 
again the existence of national political boundaries does not invalidate the 
basic economic principles of gain from exchange and lending. 

International Community and Conflict of Interests 

In general the conclusion that every country gains from free trade and 
from the increased efficiency and welfare of other countries holds good. 
However, there are certain cases that prove exceptions to this proposition. 
Some of these, especially those that may arise as temporary phenomena, 
will be noted in connction with the later discussion of tariffs. Some of 
them are, however, of more fundamental importance and need to be 
specifically considered here. 

Perhaps the most important conflict between thp world interest and 
the purely national interest arises in connection with the problem of 
personal migration. If the “economic welfare” of the world as a whole 
is the ultimate aim, then international migration probably should occur 
whenever the real wages obtainable in one country are higher than in 
another. This is merely an application of the proposition that mobility 
of resources conduces to efficient use in accordance with consumers’ de- 
mands. But for the workers obtaining, high wages in some particular 
country, let us say the United- States, an immigration of workers from 
low- wage countries might prove a definite and possibly major financial 
blow. Such an influx, if it is assumed that the immi^ants were fairly 
readily substitutable for American workers, would directly lower the 
wages and incomes of American workers. The decline in wages in the 
United States would actually not go as low as present levels in other 
countries, because of the superior complementary American resources and 
technology and because a considerable part of the high American wages 
rest on superior training and abilities of American workers, so that 
foreign labor would ordinarily be a far from adequate substitute. But 
this conflict of national and international interest should not be glossed 
over by loose application of the law of comparative advantage. Given 
the international distribution of resources, the law of comparative advan- 
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tage applies; but the law does not say that each nation will gain from 
an international shift of resources, even when the shift raises the average 
plane of living of the world taken as a whole. 

Another possible conflict of national and international interests arises 
in connection with lending for the development of “new” countries. If 
the borrowing country uses the funds to develop industries directly com- 
petitive with those of the lending nation, the lender may eventually find 
itself worse off because of the loans. While this result has often occurred, 
frequently the types of goods produced by the developing country are so 
different from those of the mature country that the cases of direct 
competition are overshadowed by those of a less competitive nature. 
And the more products the new country produces for international ex- 
change, the greater its purchasing power to buy the products of the 
lending country. 

This same set of considerations apply to any case of differential rates 
of international development. The economic progress of one country is 
ordinarily a benefit to others, through increasing the world supply of 
goods and the developing country's international purchasing power. 
However, if the expanding nation’s products compete directly with those 
of a less rapidly developing or declining country, the economic gain of the 
former forces down rewards to productive agents in the latter if the 
latter is to hold its share of the world maiket. 

Lastly, conflict may arise in cases where one country has adopted 
minimum-wage laws, maximum-hour provisions, or other social reform 
measures that raise labor costs per unit of output, or where trade-union 
pressures have had this same effect. In such cases, if there is free trade, 
low standard countries will be able to undersell nations with superior 
labor standards, thereby forcing down wages or eliminating the special 
provisions in the more advanced countries. Countries with advanced 
labor standards, such as England and Sweden, are therefore necessarily 
interested in promoting higher standards in other countries, to protect 
their own interests. It should be noted that this problem of differential 
standards is not peculiar to the international situation; it has, for example, 
arisen widely within the United States, as between sweat-shop and 
unionized garment workers. 

Political Aspects of International Trade 

Economic factors have been of great importance in determining the 
course of international political relations, though probably many persons 
overestimate the importance of purely “economic” considerations. It 
would be desirable to discuss at length the complex interrelations between 
international economic and political factors, but unfortunately this can- 
not be undertaken here. It must sufiice to say that since here only the 
“economics” of intomational trade and finance is considered, only part 
of the picture is being recognized; and that noneconomic considerations 
may well at times play the dominant role in dictating international com- 
mercial and financial policy. In general, however, it is probably safe 
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to say that economic and political considerations point in the same direc- 
tion, with major exception of the desire for national self-sufficiency in 
expectation of war. Free international trade and finance are probably 
the soundest possible bases for lasting peace; and lasting peace may well 
be unobtainable without such free economic intercourse. Conversely, 
international peace and goodwill are the necessary basis for free inter- 
national economic intercourse. But in a politically unstable world, 
sacrifice of the economic advantages of free trade may seem a small price 
to pay for national self-suflSciency, even though economic nationalism 
aggravates political antagonisms. 

The Balance of Payments 

International economic relations consist not only of commodity exports 
and imports but also of exports and imports of services (such as shipping 
and banking services) and of capital. Table 62 — 3 shows the complete 
“balance of payments” of the United States in 1939, a somewhat abnormal 
year in view of the beginning of the war in its late months, but on the 
whole typical of the last decade. The left-hand side (credits) shows 
items that involve payments from other countries to the United States. 

TABLE 52—3* 

United States Balance op International Payments, 1939 
(000,000^8 omitted) 


CREDITS DEBITS 

Trade and service items: 


IT. 8. merchandise exports . . . 

*3,117 

(J. S. merchandise imports 

*2,318 

Shipping and freight services 


Shipping and freight services 

sold 

125 

bought 

249 

Tourist expenditures by for- 


Tourist expenditures by Amer- 


eigners here 

159 

icans abroad 

469 

Immigrant and institutional 

Immigrant and institutional re- 

remittances ... 

45 

mittances 

187 

Interest and dividend pay- 
ments 

531 

Interest and dividend p^ments 

211 

Capital movements: 


Long-term capital movements 
Short-term capital movements 

1,624 

Long-term capital movements . . 

1,510 

{net) 

1,116 



Uold and silver movements: 




Gold and silver movements to 




U. S. {net) 

3,111 


Miscellaneous: 

Miscellaneous and uncounted 
items due to U. S. {net) 1,338 


$8,055 $8,055 

* Data from The Balance of International Payments of the United States in 19 Bureau 
of Foreign and Domestic Commerce (Washington, 1940), p. 6. 
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The ri^t-hand side (debits) shows items that involve payments from 
the United States to other countries. Since the payments due from other 
countries exceed those due from us to other countries, the difference was 
paid by them in gold and is shown on the right-hand side, under '‘net 
gold movements.” Very few of these items involve transactions directly 
between governments; most of them represent transactions between indi- 
viduals and businesses engaged in foreign trade and investment. 

It is necessary at the outset to clarify the distinction between the 
“balance of payments” and the “balance of trade,” a matter on which 
much popular confusion exists. The balance of payments includes all 
payments between the countries concerned; the balance of trade includes 
only the trade in goods and services, omitting “financial” transactions 
such as foreign investments, interest payments, and immigrant remit- 
tances. Most popular discussion runs in terms of the balance of trade, 
and often the reasoning is confused because of failure to consider the 
entire balance of payments, including “financial” transactions. For 
example, the heavy gold inflow into this country during the 1930’s was 
due in part to a “favorable balance of trade” but probably more to purely 
“financial” transactions involving the flow of funds to this country for 
long- and short-term investment and sometimes simply for safekeeping. 
The distinction between the balance of payments and the balance of trade 
must be kept clear if discussion of international trade policies is to be 
cogent. 

Table 62 — 3 shows that during 1939 exports of merchandise from the 
United States ($3,117,000,000) exceeded imports of merchandise ($2,318,- 
000,000) by some $859,000,000. On the other hand, American tourists 
spent a good deal more abroad than foreigners spent here. Also foreigners 
sold us more shipping and freight services than we sold them. And immi- 
grants, other individuals, and institutions in this country sent back to 
friends, relatives, and needy persons abroad a sum considerably larger 
than similar payments to this country. These items of tourist expendi- 
tures, services, and remittances cut down by about $520,000,000 the net 
amount owed by foreigners to people in the United States, although there 
remained a Ikrge net balance due to the United States. When a country 
exports more goods and services than it imports, receiving gold to settle 
the balance, it is often said to have a “favorable balance of trade.”® 
Actually, as will become evident, there is nothing necessarily favorable 
about a “favorable balance of trade,” but this term was applied by the 
“mercantilists” (who looked upon the inflow of gold as of primary 
importance) in the seventeenth and eighteenth centuries, and the usage 
of the words has carried over to the present day. 

This net balance due the United States in 1939 was increased by 
financial transactions. The balance sheet shows that interest and divi- 


3 Remittances, being merely financial transactions, are not part of the balance of 
trade. 
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dends paid from abroad to United States investors greatly exceeded 
interest and dividends paid to foreigners on their investments here. 
The United/ States is internationally a creditor country — ^its residents 
have more investments abroad than other countries’ residents have 
here. This position is the result of the great foreign loans made by the 
United States government and by American citizens during the First 
World War and all through the 1920’s, especially to Europe. Net interest 
payments increased the balance due this country by $320,000,000 in 
1939. 

But long- and short-term “capital movements” account for the largest 
single part of the net balance due the United States. On long-term in- 
vestments (such as bonds and investments in buildings and businesses), 
funds sent here by foreigners exceeded by some $114,000,000 new Amer- 
ican investments abroad. And the flow of short-term capital (such as 
bank deposits and investments in very liquid securities) into the United 
States exceeded the corresponding outflow by about $1,116,000,000. In 
large part, this heavy capital inflow, which characterized the 1930’8, 
resulted from unsettled political* conditions and then war in Europe. 
Most of the funds came here because their owners considered the United 
States a safer place than war-tom Europe; others came merely in search 
of profitable investment opportunities. 

The huge inflow of gold into the United States in 1939 thus came pri- 
marily as the result of three factors: First, on balance foreigners owed 
people in the United States about $323,000,000, because they bought more 
goods and services from us than we bought from them. Second, on 
investments already made, interest and dividend payments to the United 
States exceeded outgoing payments by another $320,000,000. Third, 
primarily owing to unsettled political and economic conditions in the 
rest of the world, foreigners sent large amounts of short- and long-term 

TABLE 52—4 


Unitbs) States Balance op Payments 
January 31, 1934 to January 1, 1941 ' 
(All figures net) 


Net credit on merchandise exports 

Less: Net debits on service items 

Net credit on merchandise and service items . . 

. S 4,365,000,000 
954,000,000 

$ 3,411,000,000 

Net short-term capital inflow 

Net long-term capital inflow 

Net capital inflow 

4.938.000. 000 

2.176.000. 000 

7,114,000,000 

Unidentified items — ^net credit 


4,643,000,000 

Net gold and silver inflow: 

Net gold inflow 

. $14,142,000,000 

$15,168,000,000 

Net silver inflow 

1,026,000,000 

$15,168,000,000 
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capital here for investment and safekeeping. Such capital movements 
accounted for another $1^,000,000. 

That the year 1939 is fairly typical of the last decade following the 
1933 depression low is shown by Table 52 — 4, which gives the net credit 
and debit figures for the United States over the period January 31, 1934, 
to January 1, 1941. This simplified long-period table shows clearly the 
two basic causes of the gold (and silver) inflow over the period. It is 
important, however, to keep this period in proper historical perspective. 
Never before had the world seen such huge gold flows; never before had 
there been such huge panic-stricken “flights" of short-term capital. By 
the end of the period shown in the table, the rest of the Western World 


VAL.UEL Gjr 


Miluions of Dqluabs 


Country 


U. S. Exports 

TO 


LT.S. Imports 

FROM 




eoo 500 400 


SOQ 


United KingdoTn 
Canoda 
Jopan 
France 




PKkpplnee 

Dritlsh Maloua 

Natherlande 

Sufeden 

Mexico 

Cu\;m 

Brazil 

Arqantlna 

BrCUaih Seuth Afh.ca 

BelqLum 

Vpiesuela 

Austraka 

Rusela 

CVilna 

Colovnbla 

Germany 


505,227000 

495,^50,000 

231.405.000 

181.525.000 
ioo.oiaooo 

8654,000 

96809.000 

96661.000 

83.117.000 

81. 644.000 

88441.000 
7X114.000 

70.376.000 

64.567.000 

61.952.000 
6X554,000 

58864.000 
56,638000 

55.809.000 
51,298000 

51. 132.000 


^151,320,000 

332.68X000 

261,082,000 

*61,406,000 

91.906.000 
149,05aO0O 

28272.000 
42,008000 

54.474.000 
101,086,000 
108298000 

58555.000 

31.555.000 
BZ 951 . 0 Q 0 

23.413.000 
15 , 76 **.O 0 O 
38807000 

24.494.000 

60.334.000 
48944000 



60,202.000 


Fig. 52 — 1. International trade of the United States in 1939. 


was largely drajined of its monetary gold except for small reserves, and 
with the development of worldwide war, gold flows were restricted to 
small scope. What they may be in the postwar period will depend on 
the development of the entire international balance of payments. 

The volume of international trade between the United States and the 
principal countries with which we traded in 1939 is shown in Figure 52 — 1. 
This table shows only commodity exports and imports — it does not 
include services or capital and interest payments. Except for British 
Malaya, countries are listed in order of their importance as buyers of 
United States products. Figure 62 — 2 shows the actual commodities 
that were our most important exports in 1939. And Figure 52 — 3 shows 
the commodities that were our most important imports in the same year. 
It should be noted that it makes some difference in the rank of com- 
modities as to how they are grouped. For example, if all machinery 
were grouped under one head, it would stand first on the export list. 
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Raw materials are predominant among the imports, while finished and 
semifinished products bulk large among the exports. Our greatest com- 
parative advantage seems to have shifted away from farm products 
(where it was through the early period of the United* States) toward 
manufactured products, though some raw materials (especially cotton) 
remain very important exports. 


P!ank 

Commodity 

Val-uh- 

(OOO'S 

OMITTED) 

Pen Cent 

Exports 

Millions of Dollars 

lOO aoo 

I 

AutemebLietf, parts, etc. 
UnmariuPaetured cetton 
Aircraft/ ports, ate.. 
Metal -urorklng Tnadblnery 
ELIec-trl&al machlTieru 
Goaollne. 

Crude -petraleum. 
L-ubrccatlttg oil 

AePtnod aopper 

Laa.^ tobacco 
A3ncultura1 Tnacnlnerij 
Coal and cake 

Iron a’nd steel scrap 

Cas ocl and fuel oCl 

Iran and steel plataa 

#253/722 

243,-f60 

116/910 

105/306 
96/997 
92/790 
90/959 
32/ 210 
76/826 
6a507 
66/576 
54,690 
54/405 
52/003 

8.1% 

7.8 

3.7 

3.6 

3.4 

3.1 

3.0 
£.9 

2.6 

2.5 

2.2 

2.1 

1.8 
1.7 

1.7 



=r 


1 


mSSSST 

TOTAL Exponrs 

93.177. 344/000- 





Fig. 52 — 2. Chief exports of the United States in 1939. 


Rank 

Commodity 

VaL/UE^ 

(OOO'S 

OMITTED) 

Pea Cent 

W IbTAL 
iMPorrs 

Millions of Dollars 

lOO ECX> 


Crude rubber 

CefTee 

Cctnc Auqar 

Rau, elfk 

Standard nawaprint paper 
Wood l^p 

Tkn Mocks, bore pigs 

Furs 

Unmanufaclured u/ool 

Dl Sillied liquors 

Rauf bides ord sklnS 
Diamomds 

Copper, raui 
Unmanufactured tobacco 

Fish 

^ 173,460 
139,574 
124.649 
120,852 
115,716 
79.876 
70, 591 
52. 769 
48,667 
48,285 
47.056 
45.099 
42. 703 
56,918 
23,404 

H 





TOTAL IMPORTS 
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Fig. 52 — 3. Chief imports of the United States in 1939. 


The 1939 net capital inflow of about $1,200,000,000 (not shown on a 
chart) came predominantly from Europe, which accounted for over 
$700,000,000 of the total. Within Europe, Switzerland, the Netherlands, 
and France were the most important single sources, while England, facing 
huge war outlays, was the only country showing a new withdrawal of 
capital. Of the remaining capital inflow, about $135,000,000 came from 
Asia; $72,000,000 from Canada; $94,000,000 from Latin America; and 
the rest from miscellaneous sources. 
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Of course the make'-up of the balance of payments varies widely from 
year to year and over longer periods. The dollar volume of payments 
has also varied sharply, although the general tendency has steadily been 
upward during the last two centuries. Two factors have been dominant 
in causing repeated sharp fluctuations in the volume of international 
transactions: (1) unsettled world economic conditions, especially during 
severe international depressions and booms; and (2) unsettled world polit- 
ical conditions, especially in connection with wars. Thus current figures 
would show much larger exports and imports than in 1939, but the earlier 
figures give a picture less distorted by war. 

How important is international trade to the United States? During 
the prosperous 1920’s, roughly 10 per cent of all goods produced in the 
United States were exported. During the depression this figure fell off 
to somewhere around 6 per cent, partly as a result of bad business con- 
ditions and partly as a result of growing trade barriers here and in other 
countries. By the beginning of the present war exports had again in- 
creased until they were approaching the 1920’s percentage, and since 1939 
a sharply increasing volume of exports has been sent abroad, to aid 
our allies, to supply United States forces abroad, and to exchange for 
materials needed for American war production. With increasing reliance 
on “Lend-Lease” assistance, the traditional pattern of sales of goods 
abroad has given way more and more to what are in effect gifts of war 
materials by the United States government to our allies. 

While the peacetime percentages shown in the preceding paragraph 
may seem to indicate that international trade has been relatively unim- 
portant, one must not generalize too hastily. Even 5 per cent to 10 
per cent is an important part of total production, and numerous particular 
commodities included in international trade are peculiarly vital to Amer- 
ican welfare. As high as 70 per cent of the total cotton crop, for example, 
has been exported in certain years, with the annual average over 50 
per cent; foreign markets largely determine the welfare of cotton pro- 
ducers. The failure of foreign markets is thus a basic factor explaining 
the plight of the cotton South over the past decade. Although cotton is 
perhaps the* most extreme case of dependence on foreign buyers, many 
other agricultural and industrial products rely heavily on export markets. 
Similarly, as has been demonstrated dramatically by war shortages, many 
domestic industries have been heavily dependent on foreign-produced 
raw materials (for example, rubber), and it is virtually impossible to 
obtain some consumption goods (for example, coffee) except from abroad. 
In terms of the maladjustments created by loss of foreign markets and 
suppliers, foreign trade is even more important than indicated by the 
total percentage figures for foreign and domestic trade. 



CHAPTER 53 

Financing international Transactions 


Although they are essentially similar, one crucial difference between 
international and domestic trade is this: in domestic trade one common 
currency is used, but in international trade the participants in any 
transaction are likely to use different currencies. If a British woolen 
manufacturer sells cloth to an American importer, the American would 
have United States dollars to pay but the Britisher would want English 
pounds. This problem is common to most international payments— 
there must be a conversion of currencies. Because international trade 
and capital movements are of great importance, and because the problem 
of different currencies is peculiar to them, it is useful to analyze briefly 
the mechanism by which international payments are carried out under 
various conditions. Recently this subject has attained added importance 
since manipulation of the ratio of exchange between different currencies 
has been widely used in controlling international trade and even in 
regulating domestic business conditions. 

Foreign Exchange 

The financing problem in international trade arises primarily from the 
fact that the currency the buyer has is likely not to be acceptable to the 
seller. The British woolen manufacturer wants British pounds, not 
American dollars, because the things for which he wants to spend the 
money in England must be paid for in British money. Only if it is 
possible for the American’s dollars to be converted into Eilglish pounds 
can the business transaction between them be completed. 

Because there is this continuous demand for the conversion of various 
currencies in carrying on all sorts of international transactions, certain 
institutions have made this their business, charging a commission on each 
conversion. In the United States these institutions are primarily big 
New York banks; in other countries large firms have grown up with this 
exclusive function. Other banks or financial institutions, receiving de- 
mands from customers for conversion of currencies, simply pass on the 
transaction to one of these regular dealers. 

Let us trace through a very simple transaction of this sort.^ Let us say 

1 This example i.s not an exactly accurate statement of the manner in which such a 
transaction would probably be executed. However, the actual procedure, whUe often 
much more complicated, follcws the same general principle. 

845 
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an American importer, Mr. X, has agreed to pay a Britisher, Mr. Y, 
£1,000 in British money for some woolen goods. He therefore goes to, 
let us say, the Chase National Bank in New York, and announces that 
he wants to buy 1,000 British pounds. The Chase National being a 
regular dealer in such conversions, agrees to sell him the £1,000 at the 
rate of, say, $5 for £1. Mr. X then pays 16,000 plus a commission to 
the bank and receives a bank instrument, quite similar to a regular bank 
check or draft, giving the holder the right to £1,000. This document, 
called “foreign exchange,” he sends to Y, who can take it to his bank 
in London and receive for it £1,000. The London bank then sends the 
foreign exchange note to the branch maintained by the Chase National 
in London, and receives back the £1,000 paid out to the British woolen 
manufacturer. So the transaction is completed — X has paid for the 
woolens with American money; Y has received English pounds in pay- 
ment; the Chase National, acting as middleman, has $5,000 plus a com- 
mission in New York, and has paid out £1,000 from its London branch. 
The existence of many such foreign exchange dealers in different countries 
provides a constant conversion market for the world’s major currencies. 

The rate at which British pounds can be bought with American dollars 
is called the “rate of exchange,” or the “exchange rate.” When X buys 
pounds with dollars, he is purchasing foreign exchange. Foreign exchange 
is merely a claim on some foreign currency, and the rate of exchange is 
the number of units of one currency it takes to purchase one unit of 
another currency. Put in other words, the exchange rate is simply 
the price of one currency in terms of some other currency — for example, 
if the dollar-pound exchange rate is 5 to 1, the price of one pound is five 
dollars. If the dollar franc exchange rate is 1 to 33, then the price of 
one franc is about three cents. 

Since the exchange rate is nothing but the price of one currency in 
terms of another, an increased demand for any currency for making 
international payments will tend to raise its price in terms of other 
currencies, and a decreased demand will lower its price in terms of other 
currencies. For example, suppose American importers needs large num- 
bers of pouhds to pay British manufacturers. When they try to buy 
these pounds with dollars, this increased demand will force up the price 
of pounds — ^the dollar-pound exchange rate will move in favor of the 
pound, say to 6 to 1, and the price of a pound would become six dollars. 
Conversely, when Britishers want to send capital here for investment or 
safekeeping, they buy dollars to invest or deposit here, thereby bidding 
up the price of dollars, so under those circumstances the exchange rate 
might move to 4 to 1. One pound would then buy only four dollars, or, 
what is the same thing, it would take only four dollars to buy one pound. 

What the exchange rate will be at any given time, then, depends on 
• the supply of, and demand for, the currencies in question. The con- 
version demand for any currency (let us say. United States dollars in 
England) comes primarily from (1) British people and firms who have 
bills to pay in the United States, and (2) British people and firms who 
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desire to send capital to this country. Thus the demand for dollars in 
England would come primarily from importers there who had bought 
goods in America, businesses there that owed interest and dividends on 
American investments in Britain, and British people and businesses who 
wanted to sent capital to America for investment and safekeeping. 
Across the ocean, in New York, the American demand for pounds arises 
from the same sort of circumstances. 

To illustrate the exchange process somewhat more fully, let us expand 
the previous example of Mr. X’s payment of $5,000 (£1,000) through 
the Chase National to Y in London. This was a demand for £1,0(X) in 
New York. Suppose now also that a British importer. A, owes $5,000 
to an American cotton wholesaler, B, Mr. A goes to the Chase National 
branch in London to purchase $5,000 of foreign exchange to pay his debt. 
At the 5 to 1 exchange rate he would pay £1,000 for the dollars, his 
purchase constituting a demand for dollars in London. This $5,0(X) of 
"dollar exchange” A would send to B in America, who would get $5,000 
for it from the Chase National in New York, thereby completing this 
second transaction. Thus the Chase National in New York would have 
received $5,000 on the first transaction and paid out $5,000 on the second. 
In London, its branch would have paid out £1,000 on the first transac- 
tion and received £1,000 on the second. In this simple illustration, the 
whole international exchange of payments is carried out without any 
international shipment of money (gold) ; both debts are settled, and 
the Chase National is ahead by the commission received on each transac- 
tion. In effect the debts have simply been canceled off against each 
other. 

Of course, Mr. A might not have gone to the Chase National branch 
in London, but instead to some other foreign exchange dealer. This 
would have caused no difficulty. In both London and New York there 
are regular foreign exchange markets. If the Chase National in New 
York has large demands for pounds, but a small supply of pounds in 
England because few people have happened to buy dollars at its London 
branch, it could simply go into the New York exchange market and buy 
pounds from other dealers who happened to have larger suppli®s on hand 
in London. As long as the total demand for pounds in New York equals 
the total demand for dollars in London, all transactions can be settled 
without any change in the exchange rate or any international shipment 
of gold. The mere fact that any one particular dealer fails to have just 
the same demand for dollars in London as for pounds in New York is 
immaterial, since the total supply meets the total demand in the regular 
foreign exchange markets of each country. 

Exchange Rotee 

Exchange rates with "free" currencies 

The statement that exchange rates depend on the relative demand for, 
and supply of, the currencies in question, is applicable to all cases, except 
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those where exchange rates are flatly fixed by government decree, as at 
present in many countries under war conditions. Even where govern- 
ments have fixed exchange rates, under-cover, unofficial dealing in foreign 
currencies has usually developed in “black markets,” where rates are 
fixed by the relative supply and demand forces. For the present this 
case of government fixing of rates is excluded and attention is centered 
on cases where there is no such government control. An understanding 
of the determination of exchange rates is essential to an understanding 
of the processes of international trade and the exchange control devices 
recently widely used to control international trade and stimulate domestic 
business conditions. 

Suppose now that the two currencies under discussion are completely 
free to move in response to supply and demand forces. In this simplest 
case, an increased demand for dollars in England relative to the supply 
of dollars will result in a rise in the price of dollars, a fall in the price of 
pounds. In such a case the exchange rate might change to, say, 4 to 1, 
so that one pound would now buy only four dollars, instead of five. 
Such a shift in exchange rates in favor of the dollar and against the 
pound might be expected whenever Britishers were sending more funds 
to the United States (for whatever reason) than Americans were sending 
to England. For example, since the United States typically exports 
more to England than we import from her, other things equal the ex- 
change rate would move in favor of the dollar as noted above, if exchange 
rates were “free.” Similarly, the great international capital flow to the 
United States during the 1930’s tended to increase the price of dollars 
relative to other currencies. With completely “free” exchanges, exchange 
rates at any time are determined by relative demands for, and supplies 
of, the currencies in question. 

Exchange rates under the gold standard 

During a long period before the First World War, and again after the 
war, most important countries were on the gold standard. During these 
periods no direct control was exercised over exchange rates by govern- 
ments, but owing to the nature of the gold standard exchange fluctuations 
were held within narrow bounds. Under the gold standard, the monetary 
unit “contained” (was convertible into) a certain number of grains of 
gold. For example, the prewar dollar was 23.22 grains and the prewar 
pound 113 grains of fine gold. Thus the pound had 4.86 times as much 
gold as the dollar, and it was this relation that established a par of 
exchange between the currencies. 

Under these circumstances, suppose there was an increased demand 
for dollars, which sent the price of dollars up so that one pound would 
buy less than $4.86 (say the exchange rate moved to 4.80 to 1). Then 
instead of buying dollars and getting only $4.80 for £1, Britishers could 
simply convert their pounds into gold, send the gold to America and 
there get $4.86 for the 113 grains of fine gold in each pound. Obviously, 
therefore, the exchange rate could not vary far from 4.86 to 1 or gold 
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would be shipped instead of foreign exchange being used at all. Actually, 
the cost of shipping the precious metal and the loss of interest on it 
while in transit made it unprofitable to ship gold unless the exchange 
rate varied more than 3 cents either way from the 4.86 to 1 ratio. Hence 
exchange rates could fluctuate within these “gold points” of 4.89 and 
4.83, but no farther. Under the international gold standard, the relative 
gold contents of the various currencies governed their exchange rates, 
except for minor fluctuations within the gold points. 

This stability of exchange rates under the international gold standard 
was a great boon to international traders, for they were always certain 
within a narrow range just what would be the value at which they could 
buy foreign currencies to make payments abroad and at which they 
could convert foreign currencies received in payment into domestic cur- 
rency. Whatever the disadvantages of the gold standard in tying 
monetary systems and price levels rigidly to gold so that monetary policy 
against business cycles was hamstrung, the policy rendered a significant 
service in providing a stable currency-conversion basis for international 
trade and lending. However, stable exchanges may be obtained without 
having a gold standard. Moreover, if only one country is on the gold 
standard, this does not assure stable exchange rates because there is not 
conversion of other currencies into gold at any fixed rate. More will 
need to be said about these points presently. 

“Controlled" exchange rates 

Today, since the traditional form of the international gold standard no 
longer exists, there are no gold points to set limits to exchange rate 
fluctuations. On the other hand, there are virtually no cases where 
exchange rates are left “free” to move up and down as sharply as dictated 
by varying private demands for, and supplies of, exchange. All impor- 
tant cases fall into the intervening classification of exchange rates unfixed 
by gold points but controlled at least to some extent by government action 
of various sorts. The ways in which these government controls work 
vary greatly, and only a few of the most direct and ccynmon methods 
are considered here. During the war such controls have become increas- 
ingly stringent. 

1. “Stabilization funds.” Perhaps the most common, and the least 
drastic, method of governmental control of exchange rates has been 
through government intervention in the exchange market as a buyer 
and seller to mitigate undesired fluctuations. For example, if the United 
States government sees that the dollar is depreciating undesirably in 
exchange value, it may simply enter the foreign exchange market and 
buy dollars to check the fall of the dollar in terms of foreign currencies. 
Conversely, if the dollar is appreciating and the government wishes to 
maintain a stable exchange rate, it can sell dollars to hold down the 
price of dollars. This sort of government intervention is usually carried 
on through a special fund set up for the purpose, .generally called an 
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‘^equAliaation” or ''stabilization” fund. In the United States, such a fund 
was set up in 1934 with 12,000,000,000 of the "profits” arising from the 
devaluation of the dollar, and it has been operating ever since, though 
it intervenes in the market only seldom. On the other hand, the British 
Equalization Fund has been much more active, as have been those of 
other countries. Obviously, the limits to the control any equalization 
fund has over exchange rates depend on the resources it has at its disposal 
to buy and sell exchange. 

Such equalization funds may act to hold exchange rates stable, to 
raise them, or to lower them, depending on the result desired in any 
particular case. Quite often, exchange rates are temporarily “pegged” 
at some level — ^that is, the equalization fund enters the market whenever 
necessary to keep the rate at just the desired level. For example, from 
1936 until the beginning of the war, the United States, France, and 
England, plus some smaller countries, had an agreement (called the 
“Tripartite Monetary Agreement”) to keep exchange rates between 
their currencies pegged at about the existing levels. Whenever rates 
would begin to move upward or downward much, the various equaliza- 
tion funds would buy or sell exchange to keep rates at existing levels. 
Such a stabilization agreement provides stable exchanges to facilitate 
international economic intercourse, much as did the gold standard. 

2. “Blocked exchange” and “exchange rationing.” One of the 
earliest steps in German exchange control was the introduction of 
“blocked exchange.” Persons outside Germany receiving funds in 
Gennany, let us, say as interest on bonds, could not convert those funds 
into foreign exchange for withdrawal. Instead the funds were “blocked” 
in Germany, where they had either to be spent or simply held in hope 
of future withdrawal. This special restriction on foreigners led rapidly 
to similar control of the use of exchange by German nationals, culminat- 
ing in complete control of all purchases and sales of foreign exchange by 
government permits or licenses. Under this (the present) arrangement, 
no one can obtain foreign exchange to make purchases abroad except 
through the government. In the same way, all exports are licensed by 
the government, and foreign exchange received from foreign sales must 
be turned over to the government for use as public authorities see fit. 
This device has been used primarily to conserve the supply of foreign 
exchange (dollars, kronen, and so bn) for use by the German government 
in buying arms and other “essential” materials abroad. The process by 
which available foreign exchange is allocated to persons wishing to make 
payments abroad under such an arrangement is called “exchange ration- 
ing,” since the government rations the available exchange to those persons 
who it thinks will use the foreign funds most advantageously. 

Where exchange rates are closely controlled and held at artificial levels 
by government action, as is now generally true outside the Western 
Hemisphere, almost everywhere “unofficial” under-cover markets for 
fmreign exchange have developed. Thus there may be simultaneously 
the “official” prescribed rate and the “unofficial” rate, which moves more 



fll^ANCINC' INTERNATIONAL TRANSACTIONS 851 


freely in conformity with forces of supply and demand. In Germany 
dealing in such an “unofficial” manner in foreign exchange is a major 
crime; in England such dealings have been quite open. Such “unofficial” 
rates and the extent of their divergence from “official” rates may be of 
considerable importance in influencing international trade, but the com- 
plications involved are so great as to prevent further discussion here. 

3. Exchange clearing. Another sort of exchange control that became 
important in Europe during the last decade is “exchange clearing.” Un- 
der this arrangement the regular foreign exchange market is eliminated. 
The countries making an exchange clearing agreement agree that each 
will import from the other some specified amount during the time period 
covered. Let us say that the countries are Switzerland and France, and 
each agrees to import from the other one hundred million francs worth 
of goods in a year. Then all Frenchmen buying from Switzerland turn 
over their payments to the French government instead of sending ex- 
change to Swiss sellers; and all Swiss buying from France turn over their 
payments to the Swiss government. Next the governments “clear” these 
debts, just as under a bank-check clearing system, and cancel their 
equal debts to each other. Then the French government uses the hundred 
million francs received from French importers to pay the French ex- 
porters who did not receive payment from Swiss buyers; the Swiss 
government does likewise within Switzerland. Thereby the debt between 
countries is canceled with only transfer payments within each nation. 
Exchange clearing systems may be set up between several countries as 
a group rather than just between two, but most agreements have been 
bi-lateral. Although sometimes they provide for increasing trade be- 
tween participants, such exchange clearing agreements are a definite 
step backward toward a barter system of international trade. 

In later chapters the significance of these various types of exchange 
control as devices for regulating international trade and for affecting 
domestic business conditions and employment will be examined. Some 
countries have gone so far as to eliminate completely the use of foreign 
exchange or any sort of money in some of their international dealings,, 
turning instead to direct barter. Germany, for example, before and 
during the present war, has concluded many agreements with other 
countries to barter German manufactured goods for desired raw mate- 
rials and foodstuffs. This return to barter is the extreme case of con- 
trol, with far-reaching repercussions on the domestic economies involved.. 

International Adjustments 

International adjustments under the international gold standard 

In an earlier chapter, “Gold and the Price Level,” some indication was 
given of the manner in which, under the gold standard, gold flows more or 
less automatically corrected international maladjustments. It is neces- 
sary, however, to examine this process in more detail. Let us, therefore, 
take the simplest possible case, with only two countries, both on the gold. 
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standard, so that gold flows are reflected directly in the monetary system 
and price levels of each. In the interest of simplicity all capital move- 
ments are also excluded, leaving for consideration only the movements of 
goods and services and of gold. 

Suppose that country A begins exporting more goods and services to B 
than it is bu3dng from B. This means an increased demand by importers 
in B for A’s currency in order to pay for this excess of A’s exports. 
Gradually the price of A’s currency will rise in terms of B’s currency until 
the gold export point is reached. Thereafter gold will be shipped from B 
to A to cover the export excess from A, replacing any further shift in 
exchange rates. The unbalance in trade has set up a gold flow. How 
does this gold flow act to correct the unbalance and restore a rough sort of 
equilibrium in trade between the countries? 

In country A, there is now more gold, which will either be used by the 
government as partial backing for new currency issues or go into the 
banking system to serve as reserves for credit expansion. In either case 
the total quantity of money and credit will be increased. Other things 
being equal, this will mean higher prices and higher costs for goods pro- 
duced in country A. It will also give citizens in A greater incomes to 
spend on goods produced in B. 

In country B, the reverse will be true. The outflow of gold necessitates 
monetary and credit contraction, since the government loses part of its 
currency backing, and/or banks lose part of the reserves on which credit 
had been expanded. Other things being equal, this diminished quantity 
of money and credit will mean lower prices and lower costs for goods 
produced in B. Also citizens in B will have lower incomes to spend on 
products produced in A. 

As a result of these changes, country A will begin buying more than 
before from B (because of the lower costs and prices * of goods in B and 
because of increased pmchasing power over B’s products), while B will 
purchase less than before from A (because of the higher costs and prices 
of goods in A, and because of decreased purchasing power over A’s 
products). Thus the flow of gold from B to A will be checked and an 
equilibrium gradually reached between the two countries in which their 
trade is roughly in balance, with gold used only to settle temporary cases 
of unbalance. 

Witii three or a dozen or any other number of countries, the method 
in which gold flows lead to equilibrium in international traae has been 
essentially the same. When nations are on the gold standard, gold flows 
automatically lead toward international equilibrium through the mone- 
tary systems of the countries involved. Gold flows will not long continue 
in the same direction without automatically bringing about a check to 

- Strictly, prices of internationally traded goods must be identical in all trading 
countries, tnmsportation costs excluded. Therefore, B sellers will obtain a larger 
share of the identical price market than before because of lower costs, rather than 
because of a lower price than that received by A sellers. However, the looser state- 
ments above are simpler and -sufficiently accurate for elementary purposes. 
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themselves by raising prices, costs, and incomes in the gold-receiving 
nation. But gold flows tend to bring equilibrium only so long as they are 
permitted to affect prices, costs and incomes in the countries involved. 

Although this picture is much oversimplified, it represents loosely the 
process of adjustment in world trade during the pre-1914 gold standard 
period. When the United States received more gold from abroad or when 
newly mined gold was brought to the mint, the metal did serve as a basis 
for new money and it did provide new bank reserves on which banks 
usually expanded credit. When we lost gold, either through international 
trade or through having it withdrawn from circulation for hoarding in 
times of alarm, the amount of money and credit was diminished. Other 
countries ordinarily followed more or less the same procedure, though both 
here and abroad some steps were taken from time to time to affect the 
price level aside from the influence of gold flows. It was when countries 
became increasingly unwilling to have domestic monetary and fiscal 
policies primarily controlled by gold flows that the international gold 
standard gradually broke down and gave way to other arrangements. 

International adjustments under fluctuating exchanges 

More or less automatic correctives to any imbalance existed under the 
international gold standard, so that payments for goods and services plus 
capital movements into a country roughly equaled payments plus eapital 
movements out of the country, with only temporary gold movements. 
How, if at all, does this international adjustment take place when the 
international gold standard is absent? 

Assume an international maladjustment so that the payments being 
made to country A by country B greatly exceed those of A to B, again 
treating only commodity items in international exchange and limiting the 
discussion to two countries. This disequilibrium means that A is selling 
more to B than B sells to A. But equilibrium will again be restored. As 
people in B try to obtain foreign exchange to make payments in A, the 
price of A’s currency (let us say, dollars) will go up in terms of B’s (let 
us say, francs) . As the exchange rate moves against the franc, it takes 
more francs than previously to buy a given amount of goods in A and, 
conversely, fewer dollars than previously to buy a given amount of goods 
in B. Tn addition, the incomes of people in A will have been increased by 
increased sales to B, while the incomes of people in B will have been 
decreased because of lov/er sales to A. 

Since A citizens now are richer and find it easier to buy in B, B’s exports 
will increase, while exports from A to B will decrease for the opposite 
reasons. Thus, as people in A buy more from B and people in B buy less 
from A, their exports and imports tend to return to equality; and as long 
as the greater payments of people in B continue to raise the price of dollars 
relative to francs, this tendency toward equilibrium will continue. The 
change in the dollar-franc exchange rate as a result of the greater pay- 
ments originally made from B to A has led to an equilibrium of goods 
bought and sold by the two countries, just as did the flow of gold under 
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the international gold standard. Under either arrangement international 
adjustments occur more or less automatically, though sometimes rather 
slowly and painfully. 

But there are important differences between the two methods of adjust- 
ment that require attention in considering whether it will after the war be 
desirable to attempt to return to the international gold standard, to peg 
exchange rates by international agreements without the gold standard, or 
to permit fluctuating exchanges. As has already been noted, the greater 
certainty and convenience provided international trade and finance by 
exchange stability is of major importance. On the other hand, it was a 
serious drawback that the gold standard tied the supply of money and 
credit of participating countries rigidly to gold flows. Especially are such 
gold-induced price and cost changes highly undesirable because they 
are likely to precipitate booms or depressions as prices move up or down. 

By contrast, international adjustment under fluctuating exchanges does 
not necessitate such a complete internal readjustment. With exchange 
rate shifts, the adjustment is largely centered in the prices and output of 
internationally traded goods. In the preceding example, when B started 
buying less of A’s goods as the price of dollars rose in terms of francs, this 
directly checked production in the export industries of A. Of course such 
a contraction in A’s export industries would have some deflationary effect 
on other industries. But the seriousness of this effect would be much less 
than under the gold standard, where the outflow of gold would necessitate 
a contraction of money and credit, pressing down on the whole price level 
while sticky costs remained high. Under the gold standard, general 
deflationary pressure on the whole economy would result in A ; while in the 
adjustment by fluctuating exchanges the contraction because of decreased 
exports would fall directly on the export industries (where it ultimately 
must fall in any case) , thus avoiding to some extent general deflationary 
pressure. Just the converse would be true in the case of the opposite 
adjustment — ^with flexible exchanges there would be less likelihood of a 
general boom since expansion would be centered largely in the export 
industries. e 

This advantage of the flexible exchange method in avoiding unnecessary 
deflationary pressure during international adjustments is of great impor- 
tance, given the susceptibility of modern economic systems to booms and 
depressions. Especially is it important when large short-term capital 
“flights” are likely to occur as a result of unsettled world political and 
economic conditions. Under the gold standard, tremendous expansionary 
and deflationary pressures would have to be exercised to bring about 
adjustment to such drastic and unpredictable gold flows. No economy 
could stand the shock of such expansions and contractions without severe 
booms and depressions. On the other hand, the importance of stable 
exchange rates to international trade and finance is not to be under- 
emphasized. A widely favored compromise proposes domestic monetary 
stabilization (of the sort discussed in an earlier chapter) to mitigate 
business fluctuations, coupled with international cooperative exchange 
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controls to minimize exchange fluctuations — ^thus obtaining the major 
advantages of both relatively stable exchanges and domestic business 
stabilization. But without some assumption as to the future of world 
political and economic conditions, it is impossible to say what future 
policy should be. Further, what happens to the numerous barriers to 
international trade and investment discussed in the next chapters must 
play a large part in influencing postwar plans. At the conclusion of those 
chapters alternative courses of economic policy in the international econ- 
omy can be more fully weighed. 



CHAPTER 54 

Interferences with International Trade: The Tariff 

The Background of the Tariff 

During the 1600’s an economic doctrine called “mercantilism” became 
prevalent. One important tenet of this doctrine was that a primary aim 
of government policy should be to get more gold and silver, especially 
from abroad. Unless treasure could be obtained simply by seizing it in 
the new world, a “favorable balance of trade” was required to get gold. 
If a country exported more than it imported, it received gold for the 
balance. There developed the strong feeling that a “favorable balance 
of trade,” which brings into a country gold and silver, should be a basic 
goal of foreign trade. 

This preoccupation with gold and silver as major ends of international 
trade has continued up to the present in the minds of probably a majority 
of people. Added to this venerable argument for a “favorable balance of 
trade” have been numerous others: that a “favorable balance of trade” 
increases domestic employment, that it increases domestic wages and 
raises the plane of living, that it makes the nation self-sufBcient, and so 
on. All these arguments claim advantages from exporting more than we 
import — all spring fundamentally from the old favorable balance of trade 
position. Although economists for at least a century and a half have been 
pointing out the fallacies in most of these “favorable balance of trade” 
arguments, only with the huge inflow of gold during the 1930’s did the 
general public ^come uncomfortably aware that there is such a thing as 
getting more gold than we want, and getting it by giving to foreigners in 
exchange real goods, services, and investments in this country. The 
tremendous material needs of war in the last few years have further 
emphasized the importance of real goods and services as compared with 
gold and money flows. None the less, there is little real evidence that the 
hold of most of the other favorable balance of trade arguments on the 
public mind has been substantially weakened, in spite of numerous war 
morRtoria on trade restrictions among allies. 

It is important to examine the policies in which this “favorable balance 
of trade” doctrine has been reflected in more recent years, or, in other 
words, to examine the various means by which nations have interfered 
with free international trade in attempting to improve their own welfares. 
If the favorable balance of trade doctrine which postulates that we gain 
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by having exports exceed imports is fallacious, why has it survived so long 
and so greatly influenced national policies in almost every nation? 

Development of the Tariff 

By far the commonest method of interfering with international trade in 
attempting to promote national advantage over the last century has been 
the tariff, although since the First World War other methods have greatly 
increased in importance. A tariff is a tax on imports into a country 
either so much per article (called a “specific” tariff duty) or so much per 
dollar value of imports (called an “ad valorem” tariff duty) . Two effects 
of such a tax become obvious immediately: (1) it tends to shut out im- 
ports, and (2) it yields revenue on those articles which come in in spite 
of the tariff. But the two results are incompatible — ^the more the tariff 
keeps out imports, the less revenue it raises; the more revenue it raises, 
the less it shuts out imports. ■ ^ 

In this country up to the Civil War the tariff was the primary source of 
revenue of the federal government. But from 1816 on the tariff was 
increasingly used for “protection” as well as for revenue, as particular 
interests within the country sought protection against foreign competition. 
Following the Civil War the “protective” aspects of the tariff became 
steadily more important and the “fiscal” aspect less important, until in 
the present century the former consideration has dominated completely. 
Although at the beginning of the present war tariff duties still yielded 
several hundred million dollars annually ($319,000,000 in 1939) , decisions 
to increase or decrease tariff rates have long depended almost exclusively 
on the issue of protection to domestic interests, with the revenue consider- 
ation largely incidental. 

It is difficult to trace simply the growth of tariffs because of the great 
complexity of tariff regulations. The trend has been heavily toward 
increased protection over the last century, and this trend culminated in 
the Smoot-Hawley Tariff of 1930, which imposed the highest barriers yet 
seen.® Merely a listing of the commodities covered by this act with rates 
of duty takes 212 pages of fine type on 8V^"‘by 11" paper.® Almost half 
of the commodities listed have effective duties exceeding 100 per cent of 
their value before payment of the duty. And of all the commodities 
listed, less than one out of ten is admitted free of duty — ^these free items 
are largely those whose production is almost impossible in the United 


iln some cases special taxes on exports have also been termed “tariffs,” as for 
example the long-standing British tariff system on exports from the twelfth to the 
eighteenth centuries. 

* During the 1930's the Reciprocal Trade Program, directed by Secretary of State 
Hull with President Roosevelt’s strong support, made some headway in reducing 
the tariff barriers on many commodities through reciprocal agreements with other 
coimtries to lower tariffs on particular products. 

• In the Statistical Classification of Impoiis into the United States, Bureau of 
Foreign and Domestic Commerce (Washington, 1937). Duties are as of Jan. 1, 1937. 
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States. As compared with this, the tariff acts of a century ago were 
simple and narrow in scope, even though the rates charged were in some 
eases almost as high. Growth in United States tariff barriers has come 
more from a widening of the list covered than from a raising of the average 
level of rates. Yet from about 17 per cent between 1812 and 1816, the 
average level of tariff duties has risen to around 50 per cent under the 
Smoot-Hawley tariff, a figure reduced to around 40 per cent by reductions 
under the Hull Reciprocal Trade Program. On several occasions tariff 
reductions have been promised by political parties, but only three times 
between the Civil War and the Second World War were appreciable 
reductions made, and the last of these was by administrative bargaining 
under the Reciprocal Trade Program rather than through Congress. 
Throughout this period the United States has been among the leaders in 
erecting tariff barriers ; we cannot explain our growing tariffs as retaliation 
against foreign tariffs except in minor degree. Especially since the First 
World War the United States must accept a large share of the blame for 
setting under way international trade restrictions. 

One common fallacy in regard to the importance of tariff barriers must 
be guarded against. Recent (prewar) statistics show that almost 65 per 
cent of our imports came in duty-free, and tariff advocates use this fact 
to argue that therefore the tariff did not seriously curtail trade. But this 
is a fallacious argument. United States tariff duties have been so high 
on large numbers of commodities that imports are completely excluded. 
The reason so large a percentage of imports have come in duty-free is that 
many products are largely excluded, making the few duty-free articles a 
high proportion of the remaining total imports. 

With the spread of hostilities following 1939, war pressures became more 
and more dominant over international trade and finance. Even before 
the United States formally entered the war, Congress had passed the 
“Lend-Lease” provision, directing that war materials be sent to certain 
anti- Axis nations without monetary payment or promise of such payment ; 
instead, after the war the receiving countries were to return the goods in 
kind, or soipe other goods determined by agreement with each country 
concerned. With entrance of the United States into the war, this pro- 
vision was broadened still further, so that even the provision for eventual 
repayment in goods could be waived (a provision vastly different from 
that prevailing during the First World War when the United States 
acquired a heavy creditor status through sales of war necessities to our 
allies). With these developments the traditional mechanism of inter- 
national trade has been discarded in many respects and many trade 
barriers between allied nations have been modified or suspended for the 
duration of the conflict. How permanent these changes are will be 
demonstrated only after the war. That a sharp division of opinion will 
occur appears certain, and consideration of the merits and disadvantages 
of peacetime trade restriction continues of major importance, even in the 
midst of the international chaos and realignments of war. 
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Effects of the Tariff 

^ For well over a century the protective tariff has been the subject of 
violent political debate. The general lines of argument today are much 
the same as they were a century ago. Therefore, it is perhaps more useful 
to set forth the various arguments popularly advanced for tariff protection 
and to examine them one by one than to undertake a general formal 
analysis of the effects of tariff barriers. Consideration of these various 
popular arguments brings out the economic effects of trade restrictions, 
and permits the direct application of economic analysis to “real world’* 
issues. 

The "infant industry" argument 

The first argument used in the United States for adoption of a protec- 
tive tariff was that “infant industries” in this country should be protected 
from foreign competition until they had become firmly established and 
able to stand on their own feet. For example, in 1816 the newly founded 
iron industry found it very difficult to get established in the face of strong 
competition from well-established British iron makers. It was argued 
that if a protective tariff were established to shut out foreign competition 
for a few years, this would give the American iron industry a chance to 
develop to the point where it not only could meet, but could outstrip, 
foreign competitors. Iron would be available here at lower prices than 
from abroad. Further, the establishment of this new industry in the 
United States would give employment to American workers and improve 
business conditions here. 

There is some validity to the “infant industry” argument. It is very 
difficult for a new industry to establish itself in the face of vigorous 
competition from older competitors, even though the new industry once 
established will be more efficient than the old. In the instance of iron, 
the protective tariff probably speeded the growth of an industry that 
would in any case have prospered. Perhaps the most significant fact is, 
however, that the tariff today remains on iron and steel products, and it 
would be difficult to call the iron and steel industry today an “infant.** 
Historically, tariffs imposed to promote “infant industries” have almost 
never been removed after the industry has grown to “maturity.” By the 
time the industry has grown so far as to make further use of the “infant 
industry” argument impossible, other arguments are found for continued 
protection. 

Owing to the nature of tariff making in the United States, protection, 
once achieved, can almost invariably be retained. Congress passes tariff 
acts covering thousands of products, and most of the actual decisions are 
made by small committees in the House and Senate. Obviously no 
Congressman can know about more than a comparatively small number 
of these thousands. But each Congressman is pressed by his constituents 
to vote for protection for the goods that they produce. Thus, Congress- 



860 


THE TARIFF 


men from Colorado are urged to vote for a tariff on sugar to protect 
sugar-beet raisers; Congressmen from New England are urged to vote for 
a tariff on shoes to protect New England shoe factories ; and so on. When 
these items come up for consideration, each Congressman is interested in 
getting his own constituents protected, even though in principle he may 
be in favor of lowering tariffs. Each Congressman, in attempting to get 
votes for his particular rate increases, is almost certain to have to agree 
to vote for his fellows’ duties in exchange for their votes in favor of the 
ones he wants. Thus, the Colorado Congressman agrees to vote for a 
tariff on shoes if the New England Congressman will vote for one on sugar. 
The tariff is the classic example of special group pressures at work in 
dictating government policy — each group interested in protecting its own 
commodity, but willing to help others get higher protection in return for 
votes for ite own commodity. Such logrolling is by no means confined to 
tariff-making — it is only especially flagrant there — but it has gone far to 
ensure that protection given infant industries will not be removed. 

The infant industry argument is valid on two conditions: (1) that the 
infant industry actually gives promise of developing into a self-supporting 
mature industry, based on a comparative cost advantage; and (2) that the 
protective tariff be removed as soon as the industry grows out of the infant 
stage. Although the first condition may be fulfilled in numerous cases, 
the second never seems to be. Therefore, economists are loath to support 
tariffs for infant industries because removal of these tariffs seems to be 
almost impossible. Moreover, any infant industry that has an important 
advantage in efiiciency will gradually develop even without a protective 
tariff, though more slowly than with protection. 

The "national self-sufficiency" argument 

When fear of war exists, there is a strong argument for making a nation 
economically as self-sufl5cient as possible, especially if potential enemies 
are likely to control the seas. The great dependence of the United States 
on the Far East for tin and rubber supplies at the beginning of the present 
war clearly indicates the possible importance of this consideration. In 
such a situatioh, the desire for economic self-sufficiency may overbalance 
all other considerations and a country may well decide to erect tariff 
barriers to stimulate domestic production of vital products, regardless of 
what the costs of such economic self-sufficiency may be. 

Rubber is a good example. It has been demonstrated that rubber can 
be produced synthetically in the United States, but at a much higher cost 
than that of the natural rubber. With free trade we should produce no 
rubber; instead we should be specializing in those commodities where our 
comparative advantage is greatest. If before the war we had ceased 
buying rubber abroad, we should have had to divert productive agents 
from producing, let us say, automobiles (where their productivity was 
high) to producing synthetic rubber (where their productivity was lower) . 
Selfrsufficiency necessitates a reallocation of resources away from their 
most "efficient” into less "efficient” productive uses and so lowers the 
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national plane of living in peacetime, and this cost in terms of decreased 
per capita real income may be a heavy one. Yet if it spells the difference 
between victory and defeat in an on-coming war the price may be a small 
one indeed. 

The economist cannot say whether or not a nation should attempt 
to become partially or wholly self-sufficient. This decision involves 
weighing the political, social, and economic advantages of self-sufficiency 
(economic nationalism) against the political, social, and economic dis- 
advantages of such a policy. The economist’s function is to point out 
what self-sufficiency means in terms of poorer allocation of resources and 
lowered planes of living, in order that this factor may be weighed with 
others in deciding whether or not more self-sufficiency should be sought. 

The "favorable balance of trade" argument 

Most naive of all the arguments advanced in support of the tariff is the 
desire for a favorable balance of trade for its own sake. There are two 
major fallacies involved. The first is that there is something inherently 
favorable about a “favorable” balance of trade. A continued “favorable” 
balance means that a nation continually gives foreigners more goods and 
services than they give it, receiving gold in exchange. The argument that 
a nation ought continually to have such a trade balance loses sight of the 
basic purpose of trade — namely, to better one’s own position by exchang- 
ing goods owned for other goods desired more. The gold received through 
a favorable balance of trade is useful as a means of procuring other goods 
and services when respent in foreign countries, or it may be useful as a 
backing for the domestic monetary and credit structure. But when the 
gold is held beyond this latter need instead of being respent in foreign 
trade, the hoarding country finds itself very much in the position of 
King Midas, who became very hungry when everything he touched turned 
to gold. By giving away real goods and services in exchange for gold, 
which is then simply held idle (at considerable storage expense) , a nation 
is clearly the loser from a continuously favorable balance of trade. Yet 
this is exactly the result obtained when the favorable balance of trade 
argument is carried to its logical conclusion. 

Even this is not the extent of the fallacious reasoning in the “favorable 
balance of trade” argument. The argument runs that the United States 
should continually sell more to foreigners than they sell to us. But this is 
impossible as a long-run phenomenon. The only way that foreigners can 
buy from us is by somehow having funds to pay for their purchases. The 
way that they get dollars to buy American goods is by selling their goods 
to us. For some time they can continue to buy more from us than they 
sell us, paying for the balance in gold or by giving us investments in their 
industries, but eventually it is only by buying from foreigners that we can 
expect to sell to them. A continuous “favorable balance of trade” is 
neither favorable nor possible, except where the paying countries actually 
mine the gold that they use to pay for their unfavorable balances. 

By shutting out foreign products in the attempt to secure a favorable 
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balance of trade, therefore, the tariff involves a direct loss to the imposing 
country's export industries and an indirect loss to all persons receiving 
incomes through them. The less that we are willing to buy from foreign 
nations, the less they can buy from our export industries, a group whose 
raportance is indicated by the tables presented in Chapter 52. The loss 
involved to and through these industries from imposition of tariff duties is 
only one of the costs of tariffs ; correlative losses to consumers will become 
apparent as other tariff arguments are considered. 

Yet, in spite of this strong condemnation of the “favorable balance of 
feade” argument for protective tariffs, there is a certain element of truth 
in the argument as a short-run proposition. For a short period of time, a 
country may increase employment, production, and income by raising 
tariffs to create temporarily a favorable balance of trade. This possi- 
bility will be analyzed presently under the “increased employment” argu- 
ment. But this gain from a temporary favorable balance of trade is 
strictly a temporary, short-run advantage, which may be of aid especially 
in times of depression — it must not be mistaken to mean that a long-run 
favorable balance of trade is either ordinarily possible or desirable. 

The "protect home industry" argument 

Aside from the self-sufficiency argument, the basis for most popular 
arguments advocating tariff duties is that we ought to protect home 
industry against low-cost foreign competition. There are many versions 
of this “protect home industry” argument, but all have essentially the 
same reasoning. Prefatory to considering these various versions, let us 
examine the basic claim that home industry should be protected, for the 
fallacy involved shows up most clearly in this direct contention. 

A domestic industry asking for a protective tariff on its product argues 
that unless it receives such protection its market will be lost to foreign 
competitors, thus forcing the domestic industry out of business, throwing 
workers out of jobs, and generally decreasing national welfare. Actually 
in many cases industries seeking protective tariffs would be able to retain 
their markets without tariffs, and want tariffs merely to enable them to 
raise domestic prices monopolistically without fear of foreign competition. 
Indeed, the tariff has been called “the mother of monopolies” since it 
permits domestic monopolies to exist without fear of foreign competition. 
There can be little justification for tariff protection for these industries. 
But suppose that the industry actually must receive protection or it will 
lose much of its market to foreign competitors. What will be the effects 
of giving protection to this industry, say sugar-beet production? 

The first and most obvious effect is that consumers of sugar must pay 
more for sugar than if free import had been permitted. If sugar comes in 
over the tariff, consumers must pay the regular price of the foreign sugar 
plus the tariff duty. If the tariff succeeds in shutting out foreign sugar, 
consumers must pay a higher price for domestic sugar since domestic 
producers cannot, without a tariff, produce and sell at a price low enough 
to meet foreign competition. 
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The second effect is that domestic sugar producers are subsidized by the 
tariff — ^they are permitted to charge higher prices than would have been 
possible had not foreign competition been shut out. Either this protection 
will permit them to make profits where otherwise profits would have been 
eliminated by foreign competition, or it will lead to overinvestment in the 
industry with costs rising to the artificially maintained price, or it will 
permit producers to stay in business without loss where otherwise foreign 
competition would have eliminated them. Clearly domestic producers 
are the great gainers from a tariff on their product. 

In effect, therefore, a tariff on sugar is a subsidy to domestic sugar 
producers, financed by consumers through increased sugar prices. More- 
over, the more ineflicient domestic producers are, the higher is the tariff 
that they need to protect them against foreign competition and the larger 
the subsidy that they receive from such protection. Indeed, usually the 
industry’s argument for a tariff is on precisely this ground — ^that the tariff 
should be high enough to equalize domestic and foreign costs of produc- 
tion. A suggestion in Congress that special taxes be levied on consumers 
to finance subsidies to producers, each subsidy to be based on producers’ 
inefficiency, would horrify everyone — ^yet this is the result of a protective 
tariff designed to protect home industry. 

Data are available to show this effect. Continuing the example of 
sugar — during the 1920’s the tariff on Cuban sugar (our main sugar import 
source) was 1.76 cents per pound on raw sugar, 1.89 cents per pound on 
refined sugar. In 1928, about 50 per cent of our sugar came from 
Cuba, 32 per cent from our island possessions, and only 18 per cent from 
domestic cane and beet sugar producers. As a result of the tariff the 
domestic price of sugar was higher than the international price by almost 
exactly the amount of the tariff. Because of this higher price permitted 
by the tariff, domestic producers received approximately a $43,000,000 
benefit. But since the price of imported sugar was also higher by the 
amount of the tariff, the higher prices constituted a special burden of 
approximately $289,000,000 on consumers. Since the average family con- 
sumption of sugar that year was about 415 pounds, the higher price of 
sugar because of the tariff cost the average family about $9. 

Consumers were thus the great losers from the tariff, as well as Ameri- 
can export industries whose sales to Cuba were restricted by our refusal 
to buy Cuban sugar. Domestic sugar producers gained, but much less 
than the burden on consumers. Since sugar from our island possessions 
comes in free of tariff, producers there also gained. The government 
collected about $135,000,000 duty on Cuban sugar, but this was less than 
half the burden on sugar consumers, and an excise on sugar is hardly an 
equitable basis for taxation since most people consider sugar a necessity. 
Thus, the cost of the tariff to consumers was far greater than the subsidy 
to domestic producers, and even greater than the subsidy plus the revenue 
to the government, because island possession producers also received the 
subsidy of higher prices. Indeed, it ha^ been estimated that if we were 
to remove the tariff and get our sugar correspondingly cheaper, sugar 
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consumers could afford to give outright a living wage to each regular 
employee in sugar-beet raising for the rest of his life and still be con- 
siderably better off than with the tariff. Actually, however, as we shall 
see, removal of the tariff would probably not make these workers public 
charges for life. Although it certainly would throw most of them out of 
jobs in raising sugar beets, the likelihood is that they would be re- 
employed elsewhere at higher wages. But this extreme example of sub- 
sidy for life indicates how costly and inefficient a tariff may be. 

In 1930 the tariff on sugar, and almost all other articles, was raised even 
higher. Thus 1928 is not the most extreme case which might have been 
taken. And although sugar is among the most indefensible tariffs that 
we have, it is a good example of the results of a high protective tariff. 
Another example in the same year was the tariff on wool and close 
wool substitutes, which cost American consumers somewhere around 
1130,000,000. The benefit to domestic wool producers, who supply a 
relatively small part of oiir consumption, was about $43,000,000. These 
figures on sugar and wool are only rough estimates. Yet they are accu- 
rate enough to demonstrate clearly the effects of such tariffs. 

But the tariff advocate is not likely to be stopped by these con- 
siderations. Evading the fact that the tariff is essentially a subsidy to 
inefficiency paid by consumers, he is likely to argue that if we were to 
remove tariffs we should lose our favorable balance of trade, domestic 
industries would fail, workers would be unemployed, wages would be 
depressed, and the plane of living would fall. These are to some extent 
separate arguments presenting specific claims; each deserves careful 
consideration. 

The "equalize costs of production" argument 

Many persons have argued specifically that we ought to levy a pro- 
tective tariff just high enough to "equalize costs of production here and 
abroad,” no more and no less. Advocates of this proposal argue that this 
would not subsidize inefficient American industries, but would simply 
permit them tc^ compete with low-cost, low-wage foreign production “on 
equal terms.” Let us postpone temporarily the argument that we need a 
protective tariff to protect our high wages against low foreign wage compe- 
tition, and see what is the merit of this proposal that tariffs shall be set 
just high enough to equalize domestic and foreign costs of production, 
which has, as a matter of fact, been written into our law. Certain por- 
tions of the Smoot-Hawley Tariff Act of 1930 are stated in exactly these 
terms. 

The first question to be asked is, whose domestic costs are to be 
equalized with whose foreign costs? If the costs of the most inefficient 
domestic producers are taken and the tariff set high enough to provide full 
protection, the rate obviously, gives a special subsidy to all more efficient 
producers in the industry. If the costs of the most efficient producers are 
taken, all others complain that tl^ rates set are not high enough to protect 
them against the low foreign costs. If some sort of average is taken, there 



THE TARIFF 


865 


results a combination of obvious subsidies with “insufiScient protection." 
Similarly, there is usually a great variety of foreign costs, both as between 
different countries and as between different producers in the same country. 
Which of these shall be considered the foreign cost to be equalized? If 
the highest foreign cost is taken, then lower cost producers can send in 
some products over the tariff. If the lowest foreign cost is taken, this 
sets up a complete barrier against all foreign producers, a result that 
would probably be satisfactory to domestic producers but hardly con- 
ducive to the welfare of domestic consumers. 

But let us disregard for the moment these problems of what costs to 
equalize and ask what would be the effect of a tariff that equalized 
domestic and foreign costs of production on all products? The answer 
may be somewhat shocking: // all costs were so equalized there would be 
no foreign trade whatsoever. Foreign trade is profitable when there is a 
sufficient differential in costs to make possible the jiayment of transpor- 
tation charges and sale at a profit in a foreign market. If tariffs were 
high enough exactly to equalize costs of production, it would not be 
profitable to ship any goods, since they could not be profitably sold at a 
price low enough to meet the price of domestic producers who avoid 
international shipping charges."* American exports could not compete in 
foreign markets; foreign sellers could not compete here. 

Some implications of adjustment to such a “self-sufficient" economy 
have been indicated in a previous section. The major long-run result 
would be a mass shift of resources from export industries to the production 
of goods previously imported. It is estimated that in agriculture, elimi- 
nation of our prewar foreign markets would mean that we should have to 
retire about 22,000,000 acres of cotton land, about 9,000,000 acres of wheat 
land, about 665,000 acres of tobacco land, and about 9,000,000 acres of 
corn land now used for feeding hogs for export, to cite only some of the 
more important products. In total, loss of farm export markets would 
necessitate the retirement of possibly 40,000,000 acres of average farm 
land. This land today supports a population of some 3,000,000 people. 
Even if the employment possibilities in industries supplying previously 
imported products should increase correspondingly, the problems of transi- 
tion would be tremendous for human beings, and what use could be made 
of the abandoned land is very doubtful. 

In the industrial field, the number directly dependent on exports for a 
living is much larger than in agriculture, though such workers are likely 
to be more mobile, and hence their transfer to new occupations might 
not present quite such formidable difficulties. Rough estimates for the 
immediate prewar period place the number in industry directly dependent 
on foreign sales at around 7,600,000 (including employee dependents), 


^This assumes that domestic transportation costf are lower than those between 
nations. This assumption is not always true, this is a refinement that is not 
essential at the elementary level since no new ^inciples are introduced by com- 
plicating^ the assumption 
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making a total of over 10,000,000 directly dependent on foreign trade at 
the beginning of the war. Accompanying the human problems of such 
a mass migration away from export industries would be the problems 
coimected with retiring some three billion dollars worth of agricultural 
land and rendering worthless perhaps nine billion dollars worth of indus- 
trial plant and equipment whose capacity would be superfluous for the 
domestic market alone. Thus, quite aside from the economic costs of 
national self-sufficiency, noted in previous and succeeding sections, the 
problems of transition imposed by a prohibitive tariff barrier are in 
themselves terrific. The logical consequences of high-sounding proposals 
to “equalize foreign and domestic costs to give the domestic producer a 
fair chance” would be quite different from what the title of the proposal 
connotes. 

The "protect our high wages and high plane of living" argument 

Elspecially in the United States a major argument for the tariff has been 
that it protects high domestic wages and the high American plane of living. 
In other countries wages and planes of living are typically much lower 
than here; therefore it is argued that unless we have a protective tariff, 
international competition will push down high American wages to the 
level of foreign wages. With the decline in wages will inevitably go a fall 
in planes of living. 

To analyze this argument, we must ask first why wages are now 
generally much higher in the United States than in most other countries. 
Since in the long run the wage paid can be only as high as the marginal 
contribution of the worker to the sales revenue of his employer, the 
worker’s marginal productivity sets a rough ceiling for his wage. Where 
competition for workers exists among employers and where trade-unions 
are present to prevent exploitation, wages tend toward this level, although 
under conditions less favorable to the worker they may remain substan- 
tially below it. Fundamentally, high American wages rest upon the high 
productivity of American workers — because of their skill and training, 
because of the abundant natural resources with which they have to work, 
because of the efficiency of American mass production methods, and so on. 
Anything that raises the productivity of American workers makes it 
possible for them to receive higher wages. And each worker can receive 
his highest possible wage when he is working in that industry where his 
marginal productivity is highest. As emphasized in an earlier chapter, 
this allocation of resources to those industries where their marginal pro- 
ductivities are greatest will be encouraged under free trade, wherein each 
country specializes in ■ production of those goods in which it has the 
greatest comparative advantage. 

Compare this situation with that after a tariff has been passed to 
"protect” high American wages. The tariff will mean that relatively 
inefficient American industriMy|iU grow up where otherwise they could 
not have existed. These rell|kly inefficient industries will of course 
employ workers and other res^ffces. But at the same time, American 
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exports will fall off because foreign countries cannot long buy from us 
unless we buy from them. Therefore fewer workers and other resources 
can be employed in the export industries. The net result will be a shifting 
of workers and other resources out of highly elficient export industries 
(where they would be with free trade) into less efficient protected indus- 
tries. As workers move from high marginal productivity positions in 
export industries to lower marginal productivity positions in protected 
industries, the wages they can receive in the new jobs are necessarily lower 
than they could be before the shift. The long-run result of a protective 
tariff is to lower real wages, not to raise them. 

The same reasoning is true for the return to other productive agents. 
The highest payment any productive agent can receive is set by its 
marginal productivity. Imposition of a tariff that protects inefficient 
industries and cuts down sales to foreign buyers causes a shift of 
productive agents to these inefficient industries where agents’ marginal 
productivities are lower than under free trade. For all sorts of pro- 
ductive agents, payments tend to be lower, not higher, as a result of tariffs 
intended to “protect” high American wages. 

It follows, therefore, that a protective tariff lowers the national scale 
of living, not raises it. A nation achieves its highest plane of living with 
productive resources allocated where their marginal productivities are 
highest. The tariff, by causing a less favorable allocation of resources, 
lowers the scale of living that a country can have. 

To illustrate this point, let us take perhaps the most extreme example 
cited by proponents of a tariff to protect American wages and the scale 
of living. Since Japanese labor is paid perhaps 26 cents per day, it was 
long argued that if we had permitted free import of Japanese goods this 
would surely force American workers to take much lower wages. In 
considering this argument, one needs first to see that even though Japanese 
daily wages are much lower, it is not necessarily true that labor costs of 
Japanese producers (say of light bulbs) are correspondingly lower. The 
Japanese worker gets much lower wages, but he also produces far less in 
one day. Therefore the labor cost per light bulb might be ai^much for the 
Japanese producer as for the American in spite of the great daily wage 
differential. If, for example, the daily output per worker in Japan was 
10 bulbs, the labor cost per bulb would be 2.5 cents. If the daily output 
per American worker was 200 bulbs and the daily wage $4.00, the labor 
cost per bulb would be only 2 cents. The wage cost that counts is the 
wage cost per unit produced. 

But this by no means answers the tariff argument, for it probably is 
true that labor costs on many articles are lower in Japan in spite of the 
higher output per worker here. Suppose, to continue the hypothetical 
example, that Japan could far undersell us on light bulbs, and we had 
removed the tariff on light bulbs. This of course would have meant that 
workers in the light-bulb industry woulAihave been thrown out of jobs. 
But since Japan would then be selling HiV to us, she would have had the 
power to buy more from us. She woWf buy from us those goods that 
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we were able to produce most eflSciently and cheaply (let us say, auto- 
mobiles). Workers unemployed by elimination of the light-bulb industry 
would gradually tend to be drawn into the automobile industry. But 
since the United States is, by assumption, comparatively more efficient 
in producing automobiles than light bulbs, workers can receive higher 
wages making automobiles than making light bulbs. Although light-bulb 
workers would surely be temporarily unemployed and, if personally un- 
adaptable, might never be re-employed, the general public would clearly 
gain by obtaining cheaper light bulbs. Moreover, gradually more workers 
would be drawn into the high productivity automobile industry where 
wages are highest. That removal of an existing tariff may injure pro- 
tected producer groups is undeniable; yet a net gain in plane of living 
accrues to the whole economy. 

It is true, however, that if American laborers have received the benefit 
of minimum-wage or maximum-hour provisions, of social insurance, or 
of other social reform steps increasing the effective labor-cost per unit of 
output, elimination of American tariffs would make it harder for American 
labor to maintain these advantages. Such labor standards, or other 
artificial steps to raise wages, would put American producers at a relative 
disadvantage in comparison with lower standard foreign labor. Free 
trade would therefore tend to force elimination of the higher standards or 
to induce lower wages to offset these additional costs, especially as other 
productive agents were substituted for the relatively expensive American 
labor. 

The "increased employment" argument 

In the long run the effect of a protective tariff on employment is 
neutral — it neither increases nor decreases employment, but merely shifts 
resources from one group of "more efficient” industries to another group 
of “less efficient” industries. However, the short-run adjustments in 
moving toward the new long-run equilibrium may be very important. In 
the previous example of removing a tariff on light bulbs, American workers 
thrown out 6f work there could eventually be reabsorbed elsewhere, 
possibly at higher wages, and stirely the general level of American real 
wages would rise. But this process of shifting from one job to another 
may be very slow and painful. Removing a tariff necessarily results in 
temporary unemployment, unemployment that may persist stubbornly 
under certain circumstances. 

If workers were easily mobile between different jobs and between 
different locations, such unemployment would be only a minor problem. 
But actually immobility is very great, especially where considerable 
retraining is required for the new job. The difficulties of shifting to new 
jobs may be further increased by restrictions on entrance to the new 
occupation, such as strict union apprenticeship rules and high entrance 
fets and dues, or by monopoly j^tiictions exercised by employers. It is 
of little consolation to a ligh^iilb maker to know that eventually his 
wage may be higher if in the meantime he is unemployed, his children 
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underfed and ill-clothed, his home and insurance policy forfeited. 
Though he benefits from the lower cost of light bulbs as a consumer, 
his producer interest is dominant, and he as an individual may never be 
able to shift to making automobiles. If tariffs are to be removed or 
seriously reduced, the reduction must be handled carefully to minimize 
undesiral^le short-run effects. During good times with full employment, 
removal of tariffs could probably cause tolerably little painful readjust- 
ment because of the comparative ease of finding new jobs in such periods. 
But in times of depression and unemployment, removal of tariffs would 
probably be unwise except slowly and in special cases. In whatever 
period, adequate government relief to the tariff-unemployed and govern- 
ment aid in retraining such persons for new jobs could go far to mitigate 
any short-run disruptions that might result. 

As removal of existing tariffs may cause temporary unemployment, so 
imposition of new tariffs during depression may temporarily help solve a 
nation’s domestic unemployment problem. In the long run a new tariff 
merely results in a shijt of resources into less efficient industries, but if the 
tariff is imposed during a period of unemployment, it may temporarily 
stimulate the newly protected domestic industry and put idle resources to 
work. During a severe depression, even such a temporary increase in em- 
ployment may look very attractive, in spite of its long-run disadvantages. 

Actually, however, this short-run increase in employment from imposing 
new tariffs is likely never to materialize. Especially during a depression 
period, imposition of new American tariffs would almost certainly be the 
signal for retaliatory tariff increases by other nations, reducing American 
exports as much as the increase in domestic production from increased 
protection. It was exactly by this process of retaliatory restrictions that 
trade barriers were forced up so far during the 1930’s. Each country 
sought to gain a temporary advantage by raising tariffs, and the net result 
was much higher tariff walls between nations without any of them gaining 
the desired short-run advantage. For illusory short-run gains, nations 
imposed long-run burdens on themselves and on each other; and once a 
protective tariff is imposed the process of removing it is /it best slow 
and doubtful. 

The "national economic stability" argument 

During the nineteenth century, economists devoted the major portion 
of their attention to finding ways to raise the national plane of living. 
Relatively little attention was given to the problem of economic stabiliza- 
tion. “Progress,” not security, was the goal. 

More recently, emphasis has shifted strongly toward security as the 
major goal of economic policy, at the cost of economic “progress” if need 
be. Insofar as it refers to international trade policy, this shift has led 
to increased support for economic nationalism as a device for “insulating” 
the domestic economy against disturbances originating without. In some 
versions the argument is carried to the eKbreme of advocating complete 
eessation of foreign trade in the hope of stabilizing our domestic economy 
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at a level of reasonably full employment, even though the general plane 
of living thus attained would admittedly be far lower than that to which 
we have been accustomed in reasonably good times. In less extreme 
versions, advocates of the “security” approach suggest the need for an 
independent stabilizing monetary policy, possibly supplemented to some 
extent by new trade barriers as employment stimulants in depression 
periods. 

It is, of course, true that participation in international trade renders a 
nation more susceptible to foreign economic disturbances than would be 
true under isolation. In particular, business fluctuations spread from 
nation to nation in part through the channels of international trade. 
As depressed countries decrease their purchases abroad, deflationary 
effects are felt in other nations; and conversely in boom periods. Yet 
withdrawal from all international trade to avoid such international reper- 
cussions, especially if domestic cycles may occur even without inter- 
national trade, seems to many writers to be virtually killing the patient 
to cure him. Even such less drastic expedients as depression-period 
tariff increases and export subsidies stand on shaky economic ground in 
view of their dependence on the failure of foreign nations to retaliate if 
even short-run benefits are to be derived. 

Actually most international cyclical disturbances appear to be trans- 
mitted at least as much through the monetary mechanism of exchange as 
through trade itself. The manner in which domestic monetary conditions 
often aggravated business fluctuations under the gold standard has been 
discussed. Most disastrous were periods like that following 1929 , when 
fear and uncertainty caused violent shifts of short-term capital from one 
country to another. Under the rigid exchanges and monetary arrange- 
ments of the gold standard, such shifts exerted violent upward or down- 
ward pressure on the economies affected — suflSciently so that few nations 
were willing or able to cling to the gold standard. With continued inter- 
national political instability and increasing emphasis on the powers of 
domestic monetary and fiscal policy to achieve business stabilization at 
high levels flf employment, growing sentiment has appeared for com- 
plete independence of domestic monetary action. Exchange stability is 
viewed as a secondary consideration since international trade is adjudged 
as subsidiary to domestic stabilization. By following a domestic fiscal 
policy aimed exclusively or primarily at domestic stabilization, it is 
hoped that domestic security and stability may be obtained — if interna- 
tional trade and exchange conditions suffer, this is a price well worth 
paying, according to this point of view. 

Such programs of domestic monetary stabilization are closely related 
to “self-sufficiency” tariff policies, and in fact are at the core of most 
rational argumaits for ^‘insulating” the domestic economy from foreign 
disturbances. Merely shutting off international trade in itself solves few 
problems, smd generally, to the extent that independent domestic stabil- 
isation is sought, insulating action through monetary and fiscal policy 
feems a more effective and less cosUy approadn Other economists, how- 
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ever, question whether any independent domestic stabilization can succeed 
in the modem world, and prefer to place primary reliance on concerted 
international action to maintain the volume of foreign trade and the 
level of employment within each country. 

There is one clear case where high tariffs may help substantially in 
stabilizing domestic business activity. This case occurs when a nation 
is highly specialized in producing one or a very few major products; 
Cuba’s sugar economy and Brazil’s coffee economy are outstanding exam- 
ples. If foreign markets weaken for such one-product economy, the effect 
on the entire economy may be devastating. For such countries greater 
diversification may be an advisable step in order to lessen this dependence 
on foreign conditions, even though the industries stimulated are relatively 
inefficient. For countries already widely diversified, such as the United 
States, this argument has little significance. 

Conclusion 

From the consideration of these various arguments a summary of the 
most important economic effects of protective tariffs may be drawn. In 
the long run, a protective tariff necessarily lowers real wages and the plane 
of living, diverting resources from self-sustaining export industries to 
protected domestic-consumption industries and forcing consumers to pay 
higher prices. None the less, such tariffs may be desirable if national 
self-sufficiency is considered of primary importance. In the short run, 
advantages may be gained from imposing new tariffs to aid infant indus- 
tries or to stimulate employment, production, and income during depres- 
sion periods. However, infant industry tariffs are seldom later removed, 
and new tariffs can temporarily increase employment and income only 
if almost inevitable retaliatory steps are not taken by other nations. 
Lastly, history demonstrates dramatically how use of the tariff as an 
employment stimulant works strongly toward long-run restriction of 
trade and toward cumulative international friction. A variety of special 
cases can be postulated where peculiar combinations of circumstances 
would make it possible to obtain beneficial national results through 
imposition of tariff restrictions. But for the most part these are artificial, 
academic examples, and the basic economic case for free trade remains 
fundamentally unimpaired. 

Tariff Making in the United States 

If the protective tariff is open to such serious criticism and benefits 
only small groups at the cost of the rest of society, why has the United 
States so long had high protective tariffs? For well over a century this 
country has had among the highest, and often the highest, tariff barriers 
in the world. The answer to this question is twofold. 

First, as previously stated, there is probably no other econcnuic subject 
on which public opinion has been so greatly influenced by self-seeking 
propaganda and on which the public has been so uninformed. Probably 
most people still believe in many, if not aU, of the arguments for the tariff 
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just discussed. Groups seeking protection have effectively presented their 
propaganda in Congress and to the general public. There is some evi- 
dence that the recent Reciprocal Trade Program has enlightened public 
opinion somewhat on the advantages of freer international trade, but 
there is still little reason to hope that much of a dent has been made 
in the general protectionist sentiment in this country. 

Second, owing to the law-making processes that produce tariff bills and 
to the inertia of consumers, it is possible for small groups seeking pro- 
tection to trade votes and achieve much higher duties than would be 
possible each on its own merits. The logrolling and vote-trading that 
goes on in making tariffs has already been discussed.® The tariff is the 
classic example of group pressures at work to achieve legislation bene- 
fiting small groups at the cost of the general public. With the tariff as 
with advertising, marketing laws, and the like, the consumers are likely 
to be unrepresented and forgotten, the great unorganized mass. There 
is no effective lobby in Washington representing general consumer inter- 
ests,^ but the various groups seeking protection have strong, effective 
lobbies. The result is that legislation is enacted to favor the groups 
bringing most pressure to bear. 

Experience indicates that the most hopeful channel for effective down- 
ward revision of the tariff is taking the job of rate-setting as far as 
possible out of Congressional politics and putting it in more impartial 
administrative hands. The experience of the last century and a quarter 
should be ample evidence that there is little hope through Congressional 
channels. On the other hand, the experience of the middle and late 
1930*8 under the Reciprocal Trade Agreements Program showed that if 
the power to bargain for reciprocal tariff reductions were placed in 
competent administrative hands, results could be obtained. 

Under the Trade Agreements Act of 1934, the President was given 
wide tariff-making powers, including the power to lower United States 
tariffs on specific commodities as much as 60 per cent if the other country 
most vitally interested in the product would make reciprocal concessions 
by lowering its tariffs on our exports to it. Under this arrangement 22 
reciprocal tfade agreements have been entered into, a large portion of 
them with other American countries, though the outbreak and spread of 
war following 1939 cut short this effort. A wide range of commodities 
is covered, and reductions in many cases have been substantial. More- 
over, since the “most favored nation clause” was made a part of the 
agreements, concessions made in the reciprocal agreements were gen- 
eralized to all countries (except those specifically excluded because of 
discriminator action against United States’ exports), even though the 
other countries had not made corresponding concessions to the United 
States. If, for example, we lowered our tariff on lumber in an agree- 
ment with Canada, this concession would also apply to lumber imports 
from all other countries, although in some cases (especially agricultural 


^ In connection with the "infant induatijr’' arRument above. 
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products) the new lower rates were to apply only to certain quotas with 
any imports in excess of this specified amount to pay the old higher 
rates. This quota provision was used as a safeguard to American pro- 
ducers that the new lower rates would permit only limited foreign compe- 
tition on the more advantageous terms. In accordance with the philos- 
ophy of the “most favored nation clause,” it was generally left open to 
any nation to get a share of these quotas. 

The “most favored nation clause,” by extending treatment for all 
nations equal to that given the most favored nation, has long been one 
of the best, devices in international relations to widen the scope of tariff 
reductions and to prevent discriminations and their resulting friction. 
It has, however, not been used by all nations and therefore has had only 
a limited amount of success. Actually the concessions extended under 
this clause to countries other than the one making the reciprocal agree- 
ment have usually been much less extensive than might be supposed. 
In the most limited case, the Canadian agreement, about 95 per cent of 
the total imports of the commodities on which we made reductions ordi- 
narily come from Canada. Therefore, the “most favored nation clause” 
had only minor practical importance, although in most other cases its 
economic consequences have been greater. 

The significance of the Reciprocal Trade Agreement Program, coupled 
with the “most favored nation clause,” lay partly in the tariff reductions 
obtained and their extension through “most favored nation” treatment. 
However, of probably greater significance were (1) the reversal of the 
worldwide cumulative trend toward ever-higher trade barriers, and (2) 
the part played in cultivating more congenial political relations with 
the other nations involved, especially those in South and Central America. 
The Trade Agreements Program has meant a substantial amount to the 
United States in dollars and cents; probably it has meant vastly more 
to us in terms of international goodwill and future economic relations. 
If it had had no result other than to check the cumulative tariff increases 
at their 1934 levels in the 22 countries involved, it would have been a 
major achievement in American tariff-making. Today removal of trade 
barriers among the Allies as war measures, especially between the United 
States and England, holds forth a promise of sweeping reductions in peace- 
time barriers. Formulation of the peace will do much to determine the 
course of trade restrictions in the decades ahead. 



CHAPTER 55 

InterFerences With International Trade: Quotas/ 

« 

Export Subsidies/ and Exchanse Control 


Pbotectivb tariffs have long been the primary means of controlling inter- 
national trade so as to “protect” domestic industries and wages and to 
“give employment” to domestic workers. Since the First World War, 
however, a variety of new devices have been developed for these purposes, 
and during the depression of the 1930’s these came into great prominence, 
in many cases overshadowing formal tariffs as restrictive measures. In 
this chapter these newer methods of control over international economic 
intercourse are discussed, concluding with a brief consideration of possible 
future economic policies in the international sphere. 

Quotas and Allied Devices 

A tariff protects the domestic market for a commodity by limiting the 
amount of foreign articles that may come in. For this same purpose 
“import quotas” are often set on specific products, effectively limiting 
foreign competition by prescribing the amount of the foreign commodity 
that may enter per year. The import quota gives results similar to those 
of the tariff in ^shutting out foreign commodities and permitting domestic 
producers to charge higher prices because of the absence of foreign 
competition. And, like the tariff, the import quota is a direct consumer- 
financed subsidy to domestic producers, because the limitation of foreign 
imports permits domestic producers to charge higher prices and diverts 
resources to less efficient industries. Usually tariff duties are also levied 
on the imports making up the quota, yielding government revenue and 
heightening the import barrier. The most important difference between 
a tariff and a quota is that the latter sets a stated maximum of imports, 
while the tariff sets a less precise maximum by levying an import tax so 
that less will be imported. In some cases quotas are parceled out to 
various countries (as for example in beef, where Argentina has a certain 
quota, Canada a certain quota, and so on) ; in others the quotas are 
general ones operated on a first-come first-served basis. 

Quotas have long been used, but until recent years they were commonly 
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limited to special cases, such as the importation of narcotics. In the 
last decade, however. Quotas have risen to major importance as a means 
of attaining the traditional tariff goals. Although the United States has 
not imposed quotas as widely as many other countries, cattle, milk and 
cream, fish, potatoes, fox furs, certain types of lumber, molasses and 
other sugar syrups, crude petroluem products, and miscellaneous other 
products are now subject to quota. Some countries have virtually their 
entire list of imports under such restrictions. 

Quotas may be used as a means of granting special advantages to 
particular countries on particular commodities, though this is not the 
common use. Quotas, free of tariff, on specified commodities may be 
granted to other countries (usually in return for similar concessions) , 
with only imports over this quota subject to the regular tariff. Thus the 
duty-free quota may be used as a device for permitting freer trade 
between particular nations. Generally, however, quotas are set up with 
the definite aim of limiting imports, and usually a tariff must be paid 
on the imports making up the quota. 

In addition to formal quotas, governments often use other pretenses 
for establishing import quotas without using the name. In the United 
States this has been especially common in connection with food products, 
where strict examination is required for imports. To protect the public 
health, safety and morals, customs ofiicials examine imports of animals 
and animal products, plants and plant products, and in general all foods, 
drugs, and cosmetics. Strict examination of such imports is of course 
desirable for the stated purpose of protecting the public health, safety 
and morals; but the examination has often been used as an informal 
means of excluding undesired imports, even though this exclusion was 
dictated by the motives behind the tariff rather than by the desire to 
protect the public health and safety. To what extent these examinations, 
tiere and in other countries, actually are used as informal quota devices 
cannot be accurately determined. It is certain that they are to some 
extent so used. 

Another administrative method for shutting out imports is the exclusion 
of products violating standards of fair competition in international trade. 
For example, foreign products are required to bear marks showing the 
country of origin ; thus they must not violate trademarks, patents, copy- 
rights, and so on. Such requirements are necessary to protect domestic 
producers against unfair competition from abroad, but they may also be 
used as pretenses to exclude products beyond “fair competition" limits 
in order to achieve the results obtained by formal tariffs and quotas. 
Similarly, by making customs inspections very severe, imposing “red tape" 
on importers, overvaluing foreign imports so that they have to pay 
higher duties, and so on, customs ofiicials can obtain the same sort of 
restriction on imports as is obtained by more formal methods. All such 
informal barriers to imports constitute an “invisible tariff," which majr 
be very severe if a government desires to make it so through its adnuar 
istrative procedure in handling imports. 
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Export Subsidies 

The major purpose of imposing tariffs and import quotas in depression 
periods is to stimulate production and increase domestic employment. 
By shutting out foreign products a larger share of the market is reserved 
for domestic producers. But it is also desirable to increase exports at 
the same time, since thereby production and employment in the export 
industries would be increased. However, unless some specific action is 
taken to the contrary, restricting a country’s imports will curtail its 
exports, especially if retaliatory tariffs and quotas are imposed. There- 
fore, in order to stimulate exports in spite of import restrictions, special 
subsidies are sometimes given to exporters, making it profitable for them 
to produce and sell abroad even though decreased foreign demand lowers 
the price obtainable. When other countries have high tariff barriers, 
export subsidies permit domestic exporters to operate profitably, even 
though without the subsidy it would be impossible for them to produce 
for sale abroad. Export subsidies are simply public grants to producers 
of exportable goods to enable them to employ more workers through 
making it possible for them to sell abroad at prices lower than costs. 
The theory is that this will increase markets for domestic producers by 
stealing the foreign markets from foreign producers. The subsidy is 
given only to exporters, since if it were given to sellers in the domestic 
market this would simply be stealing the market from other domestic 
producers. 

In agriculture the purpose of export subsidies has usually been some- 
what different. Instead of trying to increase employment, the aim has 
been primarily to increase the income of farmers by raising prices of farm 
products. Most agricultural products are partially sold in the world 
market and their prices set in that market. In order to raise significantly 
the world price of cotton, for example, the United States would have to 
cut its output sharply. If we did so reduce output and raise price, the 
result would be to draw forth increased production from other countries. 
Therefore, ii\ order to assure farmers higher prices for their products, 
export subsidies have been coupled with restrictions on the amount of 
crops permitted to flow into the domestic market. The domestic price is 
held up by this restriction, and farmers are given an export subsidy on 
the remainder of their output equal to the difference between the artificial 
domestic price and the lower world price so that they can sell the balance 
in the world market. This scheme gives the farmer higher prices at home 
and guarantees him against having to take a lower price on the amount 
held off the domestic market for sale abroad. This benefit for farmers, 
of course, comes at the expense of domestic consumers and taxpayers, 
and of foreign producers. 

Among the more important commodities receiving export subsidies 
have been beet sugar, meat products, liquors, and iron and steel products, 
but the total list is a long one. The greatest project of this sort in the 
United States was the plan to subsidize farm exports during the 1920’s. 
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though we have at times indirectly subsidized all exports through 
financing exporters by government funds at low interest rates. 

Export subsidies, like tariffs and quotas, may temporarily increase 
domestic employment and benefit particular producer groups. Actually, 
however, it is almost certain that other nations will retaliate by raising 
their tariffs, putting quotas on imports, or possibly by giving competitive 
export subsidies to their own producers in order to permit them to steal 
American markets from our domestic producers. To the extent that 
retaliatory measures are taken by foreign governments, the effect of 
export subsidies is nullified, though their costs remain in both countries 
as burdens to domestic taxpayers or bondholders who furnish the funds 
for the subsidies. If set up to maintain a higher domestic price than the 
world market will support, their result is to increase price to the con- 
sumer and to maintain excess production. 

Exchange Control 

The use of tariffs, quotas, and export subsidies to increase domestic 
employment at the expense of foreign producers are direct stimuli to 
domestic employment. But since 1929 they have been increasingly sup- 
plemented by control of exchange rates to accomplish the same end. 
The case of England leaving the gold standard in 1931 is a prominent 
example. England went off gold partly because she wanted to be- free 
to expand credit and check the price-income deflation in spite of gold 
outflows. But of correlative importance was the desire to increase 
British exports and thereby increase employment in England. The 
British expected that, as a result of going off gold, the pound would fall 
in value relative to other currencies since there would no longer be a 
specific gold content of the pound. Such a depreciation did in fact 
occur, to roughly $4 to £1. It was then easier for Americans (foreigners 
in general) to buy British goods than before, since a pound could be 
obtained with less dollars than previously. Therefore, by going off gold 
and devaluing the pound relative to other currencies, the British obtained 
a stimulus to their exports, increasing employment and income in British 
export industries. Devaluation of the pound relative to other currencies 
was still anotfi#" method of temporally increasing British exports at the 
expense of other countries. 

When England went off gold in order to obtain this export advantage, 
other nations began to retaliate lest they lose their markets to British 
producers. The gold standard was cast into discard by one country 
after another, and the world saw a great competitive devaluation of 
currencies. Until 1933-34 the dollar was maintained at its old gold 
level ; dollar devaluation, when it came, was partly to gain freedom from 
automatic dependence on gold flows, partly to stimulate exports and give 
employment in export industries. With the formal United States devalu- 
ation proclamation of 1934, the franc, of all the world’s major currencies, 
remained at its old gold level. 

Although some temporary advantages were gained by this competitive 
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devaluation, especially at the expense of such countries as France, the 
main results were a great amount of uncertainty in international ^ade 
and lending because of the fluctuations in exchange rates and growing 
political enmity between nations. This currency warfare, of course, was 
superimposed on the higher tariffs, import quotas, export subsidies, and 
other less formal means of interference with international trade which 
were erecting cumulative import barriers in all countries. 

As these competitive practices failed to bring many advantages for 
any nation, owing to widespread retaliation, some countries, especially 
in central Europe, resorted to still more drastic tactics. One of the first 
of these was “blocked exchanges,” used by Germany and then by other 
countries, under which foreigners were prohibited from withdrawing 
payments received in Germany and forced instead to spend them in 
Germany, thus stimulating German employment. This control was in- 
creasingly linked in Germany with the rearmament program, under which 
the government exercised ever-tightening control over the entire economic 
system to expedite this major war aim. The government gradually took 
over all foreign exchange, limiting exchange usage to expenditures essen- 
tial to rearmament and national welfare and removing all individual 
freedom in foreign payments. Simultaneously every effort was made to 
increase German exports to get more foreign exchange for purchasing 
needed materials abroad. Under these arrangements private individuals 
and firms were increasingly eliminated from foreign dealings, and foreign 
trade was more and more taken over by the government, especially in 
the German-dominated countries of central Europe. In many cases 
governments concluded “exchange clearing agreements.” In others they 
went further yet and simply carried on large-scale barter; an example 
is the German barter of machinery for raw materials from several of the 
Balkan countries. 

Where this barter stage was reached, the traditional mechanism of 
international trade had completely vanished. Even in less extreme 
cases, exchange rates have become of less and less significance. Further- 
more, and perhaps of greatest importance, with increasing government 
control of international trade has necessarily come increasing government 
control of domestic economic life. If the government is to carry on 
trade by barter or other direct arrangement with other nations, it must 
control domestic production of the things it is trading. In the same way, 
it must control distribution of the goods received from other govern- 
ments. Even with the less drastic step of exchange rationing, the goveni- 
ment decides by the ways in which it rations exchange what imports 
to permit, and by controlling exciianges and giving export subsidies what 
exports to encourage. Increasingly the direction of economic activity 
has been removed from the price system and placed under the discretion- 
ary control of government oflScials. This centralization of control over 
economic activity has gone furthest in the dictator states, but even before 
the war, it had grown to major proportions in. many more democratic 
nations. 
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Conclusion 

If one takes an overall view of the whole wave of growing controls 
over international economic relations — ^tariffs, quotas, export subsidies, 
exchange controls, and others — ^three conclusions stand out. First, all 
such controls have contributed to the stifling of international trade which 
the world has suffered in the past decade, without gaining for any country 
very great advantages in the face of retaliatory action. Second, retali- 
atory measures have markedly increased international political frictkm 
and have undoubtedly helped precipitate the present world chaos. Thirds 
with increasing government control over international trade necessarily 
has come increasing government control over domestic economic activity, 
with less and less power permitted to allocation of resources through the 
free price system and more and more control of economic life by discre- 
tionary government authorities. 

Many writers who feel that individual and international economic 
freedom should be restored argue that there are three fundamental eco- 
nomic conditions that must be recognized as essential foundation-stones 
for re-establishment of a tolerably smooth-functioning and productive 
international economic order. First of these is a general downward 
revision of tariffs and other barriers in order to free international trade 
and lending, plus a reasonable guarantee against the renewal of competi- 
tive restrictions. Any given level of tariffs and other barriers is costly 
to all nations because of the ineflScient allocation of resources that result^ 
But the greatest losses and major disturbances come in the competitive 
restrictive struggles between nations such as have characterized the 
past decade. Second is the establishment of a reasonable degree of 
exchange stability and the elimination of competitive exchange depre- 
ciation. The advantages of relatively stable exchanges in expediting 
foreign trade and lending are substantial, but again far more important 
is the prevention of bitter and disruptive competitive depreciation strug- 
gles. Third is the provision of reasonably free access for all nations to 
the raw materials that they need. Although the importance of the lack 
of raw materials in causing political frictions and ultimately war has been 
overemphasized by many writers, both economic and political considera- 
tions point strongly toward giving to all countries free access to raw- 
material areas. This is only the logical counterpart of the general free 
trade argument; not only should nations be free to sell where they will 
but they should also be able to buy where they will. 

Economists. have long recognized the importance of these three con- 
siderations. Today the one great hope for their attainment appears to 
lie in a sweeping postwar economic reconstruction following an Allied 
victory. Except in times of unusual stress and change, vested national 
interests have consistently proved too strong to permit such compre- 
hensive internationalism. But underlying these three requirements is 
another perhaps even more fundamental. As long as relatively full 
employment exists and depression is averted, countries may well refrain 
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from cut-throat international practices in the economic sphere. The 
prevention of unemployment, the establishment of a higher degree of 
economic security, the raising of planes of living — ^tbese are perhaps the 
greatest economic safeguards against international autocracy, though 
many other political and social pressures toward war and aggression 
would even then remain. 

Some writers have argued that these ends on an international scale 
would require a single world currency, with monetary and fiscal policies 
throughout the world established in unison to prevent deflation. Others, 
however, suggest that were only a few of the major countries (possibly 
only England and the United States) to stabilize their domestic economies 
and adopt some sort of cooperative exchange arrangements to prevent 
serious exchange fluctuations, the adherence of other countries to this 
international bloc would go far toward keeping them all on an even 
economic keel. Still others have argued that what is required is an 
international economic supervisory body that would have the power to 
see that no nation adopted restrictive economic measures and that would 
advise or determine fiscal and monetary policies. This last proposal, of 
course, is closely related to the question whether an international political 
super-state or a revived and strengthened League of Nations is not a 
necessary condition for continuing international peace and order. Estab- 
lishment of such an international economic control would necessarily 
mean the transfer to it of many of the powers of national economic 
sovereignty if the scheme were to function ; and it is this fact that places 
perhaps insurmountable obstacles in the way of its achievement. But 
whatever the technical arrangement used, international like domestic 
economic order demands that individual nations “play the game accord- 
ing to the rules,” rather than engage in competitive cut-throat restrictive 
practices to promote their own welfare at the expense of others. An 
orderly international economic system can function only on the basis 
of international peace and political “decency,” and international political 
peace and cooperation can succeed only on the basis of an orderly inter- 
national economic system. Economic friction generates political friction, 
and political friction generates economic friction. War is not caused by 
economic frictions alone, nor can peace be maintained by economic agree- 
ment alone, but economic forces do play a central role in th? determina- 
tion of international political relations. 



Part XII 

AGRICULTURE: A CASE STUDY 

PREAMBLE 

Economics deals ultimately with two kinds of practical questions: (1) 
What are likely to be the results of proposed measures? and (2) by 
what kinds of measures can desired results be obtained? If the long 
survey of economic analysis just concluded has any real usefulness, it is 
primarily in helping provide answers to these questions. It is proper, 
therefore, to test this framework of analytical procedures by applying it 
to a broad real-world problem — that of agriculture and its manifold difB- 
culties — to see what general usefulness such techniques have in evalu- 
ating what has been done in recent years and in pointing toward what 
ought to be done in the future. In a single chapter, only broad questions 
may be raised and only general policies considered. Yet this is not 
altogether disadvantageous, for we are prone, in economics as elsewhere, 
to miss the forest for staring so hard at the individual trees. 
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CHAPTER 56 


Agriculture: A Case Study 


Although agricultural problems hate arisen intermittently to plague 
politicians and economists throughout the history of the United States^^ 
it has only been in the decades since the First World War that “the 
farm problem” has become one of the great political and economic issues. 
Actually, “the farm problem” is a highly misleading term, for the 
troubles of the agricultural sector of our economy are varied and numer- 
ous. Agriculture is a complex of many “industries” producing a wide 
variety of products. Why, then, is there any more justification for 
speaking of “the farm problem” than of “the industrial problem” or “the 
commercial problem”? It is not entirely clear that there is, but certain 
characteristics common to most agricultural activities set this general 
sector of the economy apart sufficiently to justify its treatment as a 
separate case study. 

The purpose of this chapter is not to set forth new principles disclosed 
by the study of agriculture but rather to apply to the problems of agri- 
culture some of the relevant principles and methods of general economic 
analysis. There are few practical problems as well suited to this pur- 
pose as the mutually interrelated ones lumped under “the farm problem,” 
for they involve the application of almost every principle of analysis 
economists possess. Output policies of the firm, price determination 
under competitive and noncompetitive conditions, the basic problem of 
allocation of resources to changing consumers’ demand, monetary policy 
and cyclical business fluctuations, international trade — all these and 
others are directly involved in “the farm problem,” and its solution, if 
indeed it has one. 

Furthermore, “the farm problem” is of special interest because it 
shows so clearly the conflict between “economic logic” and political 
feasibility, a conflict that exists almost eveiywhere in our wide range 
of politico-economic problems but that comes more clearly to the 
surface here than almost anywhere else. Even though economic analysis 
may point directly to the need for some policy or to the unwisdom of 
some current action, the politician or administrator must face the realities 
of noneconomic pressures. 

The Farmer's Economic Status in Society 

The heart of “the farm problem” is the very low income received by the 
vast majority of farm families, both in absolute terms and relative to other 
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economic groups. In 1936-36, a typical “in between” boom and depression 
year before the sharp income increases of the war period, slightly over 
600,000 farm families received direct relief, and the incomes of the other 
6,000,000-odd farm families were distributed as shown in Table 66 — 1.^ 

TABLE 66—1 * 

Nonbelief Fabm Families by Income Levels, 1935-36 


Income level (dollars) 

Under 250 

260 to 600 

600 to 750 

750 to 1,000 

1.000 to 1,600 

1.600 to 2,000 

2.000 to 2,600 

2.600 and over 


Families 

Proportion oj 
all farm families 

( number) 

( per cent) 

233,040 

3.8 

858,963 

13.9 

1,108,400 

18.0 

1,027,044 

16.6 

1,394,821 

22.6 

730,811 

11.8 

340,645 

6.6 

473,834 

7.7 


» Data from Consumer Incomes in the United States, 19S5-S6. 


Assuming that 86 per cent of the relief families received less than $500 
annual money income, these data indicate that approximately 1,600,000 
families, or almost one quarter of all farm families received incomes of 
less than $600, and that about 40 per cent of all farm families received 
less than $750. In addition, it must be remembered that the typical farm 
family is larger than the 4-person group average for the entire economy. 
Indeed, the 26 per cent of the total population who live on farms are 
producing almost one third of all the children in the United States. 

Aside from the question of money income received, farm families appear 
relatively worse off than urban groups by many other standards. For 
example, educational facilities and medical services are notably inferior in 
many rural areas. Although improvements are now being made rapidly, 
rural housing conditions are generally inferior to urban, both in buildings 
and equipments. For instance, even after the vigorous rural electrification 
program of the New Deal only 25 per cent of farm families have electricity 
for lighting, as compared with 95 per cent of urban homes. About 30 
per cent of farm homes have water piped in the house as compared with 
95 per cent of urban homes. 

As against these facts, farm families have often somewhat better diets 
than comparable urban families, due partially to the use of fresh home- 
grown foods, more outdoor activity, and similar advantages, but these do 
not obscure the very low plane of living attained by vast numbers of farm 
families. With such boom conditions as have recently developed under 
war stimulus the farmers’ absolute and relative position improves sharply, 

1 This table, and much of the other factual material in this section, is based on 
Q. V. Wells, “Agriculture Toda-;: An Appraisal of the Agricultural Problem,” Year- 
hook of Agriculture for 1940, 
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but this fact alters little the long-run problems faced by farmers in the 
United States and by the policy makers who must deal with these 
problems. 

A variety of causes for this income situation have been advanced — 
by farmers, by economists, by politicians, by everyone. As would be 
expected, from this variety of diagnoses have come a wide variety of 
proposals for “curing” the farm problem. As in the case of the proposal 
that wages paid on work relief projects be at trade-union levels, these 
proposals have centered around efforts to raise the prices received by 
farmers. Efforts have been made to hold up farm prices by buying up 
farm surpluses, by dumping surpluses abroad, and then by preventing 
the surpluses from being produced through crop reduction programs. 
Inevitably these efforts to control or fix farm prices have affected the 
allocation of productive resources, both in agriculture and elsewhere. 
The “income” and “resource allocation” problems have been intermingled, 
with results, so far at least, far from completely satisfactory. 

In this chapter an endeavor is made to separate these two aspects of 
agricultural problems, first describing briefly the development of agri- 
cultural difficulties through the past few decades, then considering briefly 
the effects of some of the major farm programs, and lastly attempting to 
relate the “resource allocation” and “income” aspects of agricultural 
problems and programs. 

Changing Fortunes in Agriculture 

The production of most agricultural crops historically has more closely 
approximated conditions of pure competition than has any other major 
section of the economy. Since this has been the case, it is pertinent to ask, 
why then has not the long-run equilibrium adjustment described by formal 
competitive economic analysis come about? Why are farmers in par- 
ticular in continued need of assistance? Why has it been considered 
necessary or desirable to take artificial action to hold up farm prices above 
what they otherwise would have been? The answers to these questions 
can be formulated only in the light of the historical position of agriculture 
relative to the rest of the economy. 

Agriculture up to the 1920's 

As in the case of most other newly developed countries, agriculture 
played the central part in the economic life of colonial and early nine- 
teenth-century United States. With the development of industry and 
commerce on a major scale in the middle 1800 ’s, the vast natural resources 
of the United States continued to give its farmers the basis for prosperous 
activities in the world market and in the rapidly expanding domestic 
market. In spite of temporary set-backs, these rapidly expanding 
domestic and world markets made the problems of agriculture almost 
entirely those of production. Technological improvements were sought, 
and found, to increase production and avert food shortages for the growing 
world population. Agriculture had its difficulties, to be sure. The open- 
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ing of western prairies liquidated eastern grain farmers. Speculative 
land booms were repeatedly followed by sharp price declines, and there 
was a long “secular” depression in the late 1800’s, which underlaid the 
Populist and Granger movements. But even though agriculture faced its 
difficulties and was increasing in scope at a less rapid rate than commerce 
and industry, it showed large absolute increases in persons employed and 
total production. The farmer was riding high on the wave of expansion. 
^ The 1909-14 period is commonly looked upon as that period in recent 
times when agriculture was best off relative to the rest of the economy. 
It is this period that has been repeatedly chosen by farmers in recent years 
as the indicator of what would be a fair balance or “parity” position 
between agriculture and the rest of the economy in the formulation of 
farm legislation. But even in those years, there was already evidence of 
things to come. Already foreign production of agricultural products was 
booming and the comparative advantage of American farmers in many 
lines had slipped considerably, continuing a trend apparent well back in 
the nineteenth century. The foreign market for some types of meats had 
already been essentially lost, while foreign sales of grains and butter and 
cheese products had dropjjed sharply. At home, phenomenal increases in 
productivity based upon technological improvements were in some cases 
more than keeping pace with increasing demand and holding down farm 
prices. Yet on the whole, the picture seemed a bright one indeed to the 
farmer. 

The First World War, though its immediate effects were highly dis- 
ruptive, led to the greatest agricultural boom in the history of the United 
States, thrusting a great mountain of farm activity into the relatively 
declining trend of agriculture. As more and more European sources of 
foodstuffs were destroyed or shut off, the demand for American production 
steadily increased. The entrance of the United States into the war 
greatly intensified the need for agricultural products, especially in view 
of the widespread prosperity at home. Prices of farm products soared, 
and with them the prices of farm land. At the close of the war, instead 
of falling back or steadying, prices rose at an even more rapid rate as 
both the quantity and velocity of circulation of money and credit con- 
tinued to rise. This speculative inflationary force centered especially in 
agriculture, buoyed up by the almost insatiable demand of a famished 
Europe. Wheat hit $3, com $2, hogs $19, cotton 40 cents; and prices of 
farm land soared accordingly. In 1910 the average value of land per 
farm in the United States was $4,476. By 1920 this figure was $8,503, 
and, to cite an extreme case, some of the best com land in the Midwest 
reached the fabulous price of $600 an acre, with almost all sales financed 
on mortgages at high interest rates. Huge debts were incurred to pur- 
chase farms at figures that could make profitable investments only if the 
unprecedently high prices for farm products continued to rise. Large 
acreages of previously submarginal land were drawn into production. 
Prevalent prices made it generally profitable to use mctremely high-cost 
Dfoductian methods, including use of high-cost areas. 
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Agriculture during the "twenties 

The unprecedentedly high postwar boom prices for farm products did 
not continue. The following year brought a precipitous crash in farm 
and industrial prices as the postwar speculative bubble collapsed. The 
Bureau of Labor Statistics wholesale price index fell from 157 in January, 
1920, to 93 in June, 1921. The fall in farm product prices was even more 
disastrous. From a high of 170 in January, 1920, they crashed to 80 in 
June, 1921, a fall of well over 50 per cent in a year and a half. Agri- 
cultural land values, inflated by wildly speculative buying on borrowed 
money, could not be sustained and plummeted downward, leaving farmers 
stranded with huge mortgage debts at high interest rates on land now 
worth only a fraction of its mortgaged value. The accompanying busi- 
ness depression was sharp but short. Stimulated by the beginning of a 
great wave of construction activity and a quick return of optimism, 
business activity soon moved upward into the long prosperous period of 
the “roaring ’twenties.” But agriculture found itself with stUl depressed 
prices and still more depressed land values, heavily burdened with mort- 
gage debt. It was in this condition that agriculture entered the era of 
the prosperous ’twenties. 

The widespread business prosperity of the 1920’8 was based on a combi- 
nation of increased domestic and foreign demand, a general building boom, 
the introduction of numerous new products (especially the automobile) 
and new technological improvements in the production of old products, 
and a vast expansion of credit by the banks coupled with the introduction 
of large-scale installment selling. By contrast, agriculture was faced by 
a market that for the most part has ceased to grow and for some products 
was already contracting. In spite of soaring national and per capita 
incomes, people were not buying much more of many of the basic farm 
products, though there were great increases in the demand for such 
specialties as fruits and vegetables. Worse, the foreign market, on which 
the farmer had long depended for the’ disposition of the large portion of his 
production in many cases and some portion in almost all, had contracted 
sharply. Europe was in no position to biiy except insofar, as she could 
obtain loans from us to finance the purchases; and actually such loans 
were all that kept the American farmer from much direr straits during the 
’twenties. Meanwhile, the rapid rate of population growth continued on 
farms, even though falling off considerably in urban areas, and techno- 
logical improvements continued to increase the output per worker and 
per acre. 

In such a situation, one would suppose that resources would shift from 
the relatively unprofitable agricultural pursuits into the booming indus- 
trial and commercial world, and that marginal and submarginal land 
would be withdrawn from production. To a considerable extent this was 
the case through the ’twenties, more so than most people probably realize. 
During this decade a net migration of over 6,000,000 people occurred from 
farms to urban areas, piimarily industrial cities. Nearly 2 out of evesry 
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6 fann young people who reached their twentieth birthdays during the 
decade had moved to cities by 1930. Shifts of agricultural resources from 
one crop to another followed shifts in demand with remarkable closeness. 
To suppose that the economic forces of long-run adjustment to changed 
consumer demand were not at work would be a serious misconception, 
though it is a common one. 

None the less, farming remained in a relatively depressed condition 
while industry and commerce boomed. What were the factors accounting 
for this slowness of adjustment? Why did not the lack of farm profits 
lead to a reduction of output sufficient to raise prices again to profitable 
levels? The experience of the war period had vividly demonstrated the 
quick, almost violent, upward adjustment of agricultural production to 
increased demand. But contraction in response to decreased demand has 
not been so easily accomplished. 

Reasons for the Slow Downward Adjustment of 
Agricultural Production to Declining Demand 

It is easy to overemphasize the particular difficulties involved in down- 
ward adjustments of agricultural production to decreases in demand. 
That downward adjustment is a painful and usually slow process for any 
industry is clearly shown by history. Almost never have producers, upon 
finding themselves faced with diminishing demand, been willing to admit 
the permanency of the situation. Almost never have they been willing 
to throw over their established businesses before going through a fairly 
long process of consuming their invested capital. Partially this is purely 
economic behavior, since it pays to continue production as long as income 
more than covers variable costs, even though losses are being incurred. 
Partially it is explained by the hope for better times in the future. Par- 
tially it is explained by the difficulties of finding attractive possibilities 
elsewhere for resources shifting out of declining industries. Similar 
problems have recently arisen, for example, in coal mining and in cotton 
manufacture. It would be a serious mistake to think that the difficulties 
of agriculture in this respect since the First World War, even though they 
have been ob> a very large scale, were unique. 

Although the problem of downward agricultural production adjustments 
was not an unusual one, certain characteristics of agriculture are unique ; 
moreover the difficulties there have been quantitatively so important as 
to merit special discussion. Although the particular circumstances vary 
considerably from one farm crop or animal product to the next, these 
differences may for the most part be ignored in order briefly to emphasize 
the major general factors at work. 

In technical terms, the problem is largely one of very low elasticities of 
supply of the productive agents used in agriculture and fixed charges for 
them, coupled with a relatively inelastic demand for most farm products. 
Adjustment to decreased demand conditions, if it comes, must come either 
through withdrawal of productive agents or through lower returns to 
such agents (which returns are costs to the farmer-entrepreneur). If 
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productive agents are elastic in supply to an industry, they will be with- 
drawn when demand for the product falls and the price offered them 
declines. But if their elasticity of supply to the industry is low, their 
withdrawal in response to lowered demand will be less and slower. 

In agriculture, a variety of factors combine to produce a highly inelastic 
supply for many agents. This fact alone would not be necessarily disas- 
trous for the farmer were it not that in addition the returns to many 
of these relatively inelastic agents are often more or less fixed by previous 
contracts or basic living cost expenditures. The agents whose supply 
is usually very inelastic are primarily farm real estate and much farm 
labor (especially the farmer and his family), with the minimum return 
to each relatively fixed in most cases. Property taxes constitute another 
heavy relatively fixed cash outlay if tax foreclosure is to be avoided. As 
compared with such crucial fixed charges, variable costs ordinarily are of 
secondary quantitative importance, though expenditures for hired labor, 
seed, feed, and other such variable items usually have first claim on 
income. This situation of heavy fixed and low variable costs, coupled 
with the fact that withdrawal of agricultural resources from production 
often in fact involves complete cessation of production rather than merely 
withdrawal of variable agents, means that short period curtailments of 
production in response to decreased demand are seldom effective; and 
even over long periods downward adjustment often fails to occur except 
very painfully and slowly. A somewhat more detailed analysis of these 
reasons is worth while. 

Real estate and associated fixed costs 

The major investment involved in farming is the farm itself. Most 
farmers struggle to purchase a farm of their own at the earliest possible 
date, almost invariably financing the major portion of the purchase on 
borrowed funds and thereby incurring very heavy recurring fixed debt 
charges for principal and interest payments. The speculative boom in 
farm land during the First World War and the subsequent postwar period 
left most farmers with unprecedentedly heavy debt charges, with both 
principal and interest liabilities incurred at the boom period prices and 
interest rates. Heavy property taxes, based on infilled boom-year 
assessment values added to the burden of fixed cash outlays. Even had 
farm product prices remained at the high war-period levels these debt 
burdens would have been exceptionally heavy. In the face of the actual 
sharp price declines and continuing low farm product price levels through 
the ’twenties and the further precipitous declines in the early ’thirties, 
such fixed charges became virtually unbearable. But since variable costs 
were ordinarily so small a portion of total costs, it paid to continue 
production, even at heavy losses. Indeed, with such a heavy debt as 
many farmers faced, the lower the price of his products fell the more he 
was compelled to plan increased output in order to obtain the greatest 
possible amount of cash to meet his obligations. While such practices 
helped stave off creditors temporarily, mortgage foreclosures and to a 
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lesser cxtmt tax foreclosures came in waves, first in the ’twenties and 
i^n in the early ’thirties. 

The collapse of farm land values that accompanied the collapse in farm 
product prices intensified this diflBculty, increasing the ratio of indebted- 
ness to land values. Thus in 1920 the average debt per mortgaged farm 
in the United States was $3,356, and b}' 1935, as a result of foreclosures 
«ttd repayments, this had declined to $2,899. But in spite of this de- 
crease in average debt, the decline in land values was so much more 
severe that over this period the ratio of debt to land value rose from 
29.1 per cent to 50.2 per cent.® This meant that not only were the prices 
sf the farmer’s products so low as to obviate the possibility of meeting 
fixed charges, but the associated decline in land values was so severe as 
to make it impossible for him to sell out at anything more than a fraction 
®f the figure owed in many cases. If his debt was small enough to 
permit complete payment by sale of land at the depressed postwar figures, 
the fsormer was often left with little or nothing to show for his large 
erigiiial cash payments and for his years of effort. If the debt was so 
large that interest charges and payments on principal were beyond the 
taming power of the farm and the land value was too low to permit full 
•overage of the debt, foreclosure by creditors was commonly the result. 

Thft; plight of the farmer in regard to the debt situation is plain. But 
tfie^spestion remains to be answered as to why this process of foreclosure 
and liquidation did not more drastically reduce agricultural production. 
The answer lies largely in the fact that foreclosure of a farm mortgage 
ordinarily means only a shift in ownership rather than a withdrawal of 
the farm from production. Most farm land is economically shiftable 
between different crops, but during such a period the profitability of 
producing virtually all crops vanishes — ^there is little to be gained by 
shifting to another product. And except for shifting to alternative farm 
products there is virtually no alternative use to which most farm land 
can economically be transferred. The insurance company, bank, or 
«ther creditor that takes over the foreclosed farm finds itself with a 
icavy investment, and faces a depressed farm real estate market. In 
this situation, any return that can be obtained by rental or operation of 
the farm covering variable costs is likely to be better than permitting 
the property to lie idle or selling it on the weak market. In many cases 
^e original owner remains on the farm as tenant for the foreclosing 
ercditor. Farm real estate is a fixed agent that wears out much more 
dowly than most industrial and business buildings and equipment, and 
only marginal and submarginal land has any likelihood of being com- 
pletely withdrawn from production on any substantial scale as a result 
of debt foreclostnes. All available evidence shows clearly this very slow 
withdrawal of farm real estate from production even during these periods 


• Figures from E. D. Johnson, "Agricultural Credit,” Yearbook of Agricvlture for 
1940, p. 744. 
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of drastic liquidation, except as positive government steps were takcA 
to force such withdrawal. 

Taxes have already been mentioned as an additional heavy relatively 
fixed charge connected with farm real estate. The property tax is the 
primary farm tax, and it usually bulks large among cash farm costs. 
Many persons have long argued that farm land is overtaxed. Whatever 
the merits of this contention, it is undeniably true that assessment prac- 
tices have been very bad and that assessed values have ordinarily 
lagged far behind actual value changes. In periods of declining prices, 
this means that the farmer remains burdened with heavy tax payments 
in the face of falling prices and land values, payments that cannot be 
avoided by production curtailment. 

Depreciation of soil (usually called “depletion”) and of buildings and 
equipment ordinarily constitute an important cost item, and much of 
this depreciation continues regardless of the level of production, repre- 
senting another important relatively fixed cost that helps make it 
profitable to continue production even though total costs are not covered. 
Faced with a desperate situation, low income farmers have commonly 
failed to maintain the farms that they operate, either the soil itself or 
the buildings and equipment. Since other relatively fixed charges are 
very difficult to postpone in depression periods, maintenance of soil and 
equipment is often neglected except insofar as it is crucial to immediate 
continuance of operation. Indeed, the problems of soil misuse and 
wastage are tied up closely with the fact that farmers’ incomes have 
often been so low and other claims on income so pressing that they have 
been unable or unwilling to make needed outlays for conservation and 
replacement. 

In summary, it appears therefore that the inelasticity of the supply of 
farm real estate to farming as a related group of “industries,” coupled 
with the highly fixed nature of many of the payments in connection 
with such real estate, make a downward adjustment of farm production 
a slow and painful process for the farmer; he is forced to bear a major 
share of the loss involved, either through negative profits or through lower 
returns on his investment, in case he owns his farm oytright. Only 
through permitting depreciation to continue unattended or by obtaining 
concessions from creditors can he ordinarily gain temporary relief. Actu- 
ally, of course, governmental action has been taken on a large scale, 
especially in the ’thirties, through debt moratoria and the provision of 
low-cost credit to ease these problems of farm adjustment in the debt 
field, and private concessions by creditors have been widespread. None 
the less, the fundamental difficulty of the farmer remained painfully 
apparent, and downward adjustment of production was retarded greatly 
by the factors discussed through both decades following the war. 

Form labor and associated fixed costs 

As the low elasticity of supply of farm real estate to farming, coupled 
with associated fixed charges, underlay much of the resistance tb produe* 
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tion curtailment in farming, so did the low elasticity of supply of farm 
labor and the relatively fixed nattire of its charges play a similar part. 
Although heavy migration of farm population to urban areas did occur 
during prosperous periods, this, flow virtually stopped and was even 
temporarily reversed in depression years when industrial and business 
employment became unavailable. Although farm labor is more mobile 
out of , farming in response to downward pressure than is farm real estate, 
in times of stress this mobility becomes very low and the farm labor repre- 
sents in most instances a very real fixed cost. Since the farmer utilizes 
so largely his own labor and that of his family, and since no higher 
income is clearly available elsewhere, he and his family become essen- 
tially fixed agents and their sustenance becomes virtually a fixed cost. 
Although the farmer’s cash income may be almost entirely consumed by 
variable costs and only the most urgent of fixed costs, as long as he 
obtains enough to keep himself and his family going he is likely to cling 
to the farm. 

Lack of alternative opportunities plays a major part in accounting for 
this low elasticity of supply of farm labor. The lack of occupational 
mobility among farm families is in considerable part directly traceable 
to the meager resources of many farm families and communities. In 
spite of substantial improvements in recent decades, educational facilities 
and methods in most rural communities lag far behind those in urban 
areas. Combined with this lack of educational opportunities, the low 
money income of most farm families fairly effectively bars farm youths 
from advanced training in lines requiring expensive education and train- 
ing periods. Moreover, lack of alternative opportunities is much exag- 
gerated by the restrictions on entry into many urban occupations. These 
are especially marked in some of the skilled trades, which might other- 
wise offer opportunities to the overflowing farm population. Finally the 
general depression of the ’thirties presented a gloomy picture to surplus 
farm population and urban unemployed alike in their attempts to find 
work opportunities. 

Lack of information as to alternative opportunities, even when they 
exist, has bee^ another major cause of immobility for some farm groups. 
This has been due in part to the failure of our governments until the 
present war to set up effective employment and information exchanges 
such as have been of major service in other countries. Although lack 
of this sorely needed action by the government has affected all groups, 
it has especially penalized farm youths in view of their special disadvan- 
tages and in view of the fact that each year piles up added “surplus 
population” on the farms unless a continuous fiow into other sectors 
occurs. 

Finally, experience has shown that a vast number of farmers prefer 
farming to other occupations to the extent of being willing to stay on 
the farm even though greater monetary returns are available elsewhere. 
This is especially tme of persons of middle age or beyond. Of course 
this characteristic is not peculiar to farmers. Many persons do not 
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want to change their mode of life— coal minera do not want to become 
farmers any more than farmers want to become miners. These “non- 
economic” preferences are basic sociological facts, only especially appar- 
ent in farming. The quantitative importance of such “noneconomic” 
preferences for rural over urban life cannot be accurately measiued, espe- 
cially in view of the numerous other factors limiting the flow of agricul- 
tural resources into other sectors. But in many cases farmers do consider 
farming not only a means of livelihood but a mode of living to which 
they cling despite the most adverse circumstances, and to the extent that 
this preference is operative the flow of resources out of farming to more 
profitable alternatives is checked. 

Production curtailment and inelastic farm demand 

The failure of farmers to reduce production in accordance with falling 
market demand has proved especially disruptive because of the very low 
price elasticity of demand for most farm products. With such an in- 
elastic demand, increased supply relative to the market demand leads 
to a very substantial fall in price and to a decrease in total farm income 
as a result of production in excess of the amount demanded at current 
prices. Thus inelasticity reinforces the more critical declines in de- 
mand itself that have occurred both in cycles and over longer periods. 
Therefore, the tendency of farm production to hold up in spite of de- 
creasing demand in many lines in recent years has been especially apt 
to lead to price decreases and in many cases to a smaller total farm 
crop income than would have been obtained from smaller production. 

Agricultural and General Business Fluctuations 

That agricultural prosperity does not necessarily follow from general 
business prosperity is demonstrated by the relatively depressed state of 
most lines of agriculture during the 'twenties. Yet there is strong evi- 
dence that good and bad times in agriculture are closely dependent upon 
the level of national income and the state of general business activity. 
A prominent economist has emphasized this fact: 

Agriculture is becoming more and more the football of busing. Increasingly, 
industry is the chief buyer of agricultural products. When industry is prosper- 
ous, manufacture absorbs an immense amount of agricultural raw materials, 
and its wage earners, fully employed at good wages, buy large quantities of food 
products. When industry is depressed, the bottom drops out of the market for 
farm products.® 

This does not mean that an exclusive causal relation runs from indus- 
trial to agricultural activity. Good or bad times in the two economic 
areas are closely interacting. Good business raises the demand for 
agricultural products, and higher income for farmers increases their 
demand for the products of industry. Agricultural fluctuations play an 

* Hansen, A. H.. “The Business Cycle and Its Relation to Agriculture,” Journal 
of Farm Economics, XIV (1932), p. 62. 
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important part in the pneral e^ansions and contractibns that we know 
as booms and depressions. Some writers have even gone so far as to 
ai^ue that fluctuations in agricultural production provide the major 
stimulating force for general business booms and depressions, but this 
thesis fails to withstand critical examination. 

The highly competitive conditions in the selling market for farm 
products means that farm prices move rather flexibly in response to 
changing demand and supply conditions. In depression periods, such as 
that following 1929, farm prices fall much more sharply than do industrial 
prices, taken as a group. Following 1929, this was largely because 
agricultural production was essentially maintained through these years, 
while almost all lines of industrial production were sharply curtailed. 
The inelastic demand for most agricultural products made the price de- 
clines resulting from continued output in the face of falling demand 
especially serious. 

Table 66—2 shows why it is so often said that agriculture took the 
great depression in lower prices while industry took it in reduced output 
with prices maintained. This statement, while it is a very loose one 

TABLE 66—2* 


Indcstbial and Agricultural Production and Price Indexes, 1929-1939 



Industrial 

Agricultural 

Industrial 

Agricultural 


'production 

production 

prices 

prices 

1929 

100 

100 

lOO 

100 

1930 

83 

100 

95 

86 

1931 

66 

106 

81 

60 

1932 

53- 

99 

70 

44 

1933 

63 

96 

71 

48 

1934 

68 

93 

80 

62 

1936 

79 

91 

82 

74 

1936 

94 

94 

81 

78 

1937 

103 

108 

85 

83 

1938 

80 

103 

80 

65 

1939 

93 

106 

79 

64 


• Peprodu^ trotn Aqricfulture and the National Economy, Temporary National Economic 
Committee Monograph No. 23, p. 39. 

concealing many individual differences in the two areas, does emphasize 
that industry in general was able to restrict production, laying off workers, 
while agriculture found itself unable to follow this policy. The result 
was widespread unemployment and idle resources in industry, wjiile in 
agriculture the burden of hard times was borne more directly by the 
entrepreneur owner-manager. This contrast was especially noticeable 
between agriculture and highly monopolized sectors of industry, and the 
difference has been used by many as a basis for the claim that agriculture 
should receive special governmental assistance. 

The dependence of agriculture on general business activity becomes all 
tho more crucial in the light of the population situation. Even during 
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er* of rapid agricultural expansion the high rural birth rate neces- 
sitated a constant flow of people from rural to urban areas if a “surplus” 
farm population was to be avoided. With the relative decline of agricul- 
ture in the economy during the last two decades, the necessity for this 
flow has become much more urgent. During the ’twenties, industry and 
commerce were able and eager to absorb these additional workers from 
the farms, and did so on a large scale. But with the depression of the 
’thirties, industry and commerce not only were unable to absorb new 
rural workers but were even unable to provide work for urban residents. 
At the depth of the depression, there was even a net flow of population 
from the cities to rural areas, though little of this flow went to “com- 
mercial agriculture” — farms operated primarily tor sale of basic products 
in the open market. Although this net return flow was soon reversed, the 
depressed level of industrial activity, coupled with monopolistic restraints 
by certain industrial producers and labor unions and the absence of 
effective employment and information exchanges, backed up this surplus 
production of youths on the farm. The loss of the market for its excess 
population was as great a blow to agriculture in the depression as the 
loss of the market for agricultural products. 

With the revival of business activity in 193&-37 and again with the 
armament boom in 1940, agriculture found its own position much im- 
proved. However, by this time the effect of special governmental aid to 
farmers had become so widespread as to make very difficult a determina- 
tion of the relative effects of each of the major causes of increased agri- 
cultural income. 

Agriculture and International Trade 

Just as the course of general business fluctuations has played a major 
part in determining the level of agricultural prosperity, so has the course 
of international trade played a crucial role in influencing farm welfare. 
The strong comparative advantage of American agriculture during the 
nineteenth century has already been noted, an advantage especially 
profitable because of the unprecedentedly rapid rate of population growth 
in both this country and Europe. And the great agricult^iral boom of 
the First World War period was based at least as much on the insatiable 
European demand for foodstuffs and materials as on the inflated domestic 
demand. 

Following the war, a considerable portion of the foreign demand for 
American agricultural products vanished as war demands lapsed and 
production was resumed in the warring areas. Yet the great needs of a 
prostrate Europe during a period of reconstruction assured a continued 
high demand for American farm products if Europeans could find means 
of payment. This they managed to do largely as a result of the huge 
volume of foreign loans extended to Europe by private lenders and the 
government of the United States. All through the ’twenties the foreign 
market was supported in this fashion. In spite of this, increased pro- 
duction in other areas, notably South America, Russia, and the various 
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portions of the British Commonwealth, was providing increased com- 
I>etition for American farmers in the world market. 

With the financial and economic collapse of 1929 and the almost com- 
plete cessation of United States loans to Europe, coupled with sharply 
increased United States tariffs under the Smoot-Hawley Act, American 
farmers found their foreign market reduced drastically, to a mere frac- 
tion of its previous size. This shrinkage continued through the depres- 
sion, and even with the substantial revival under the Trade Agreements 
Program and better world business following 1936 our increased exports 
were more and more manufactured products in contrast with the earlier 
predominance of agricultural products. 

Table 56—^ shows, more clearly than words can, the steady down- 
ward trend in the relative importance of the export demand for agri- 
culture’s basic products, and the especially sharp drop in the period since 

TABLE 56—3 ♦ 

Rbslativb Importance of Export Demand for Selected Major Farm Products 



Percentage contribution of exports to 
income from production of — 

gross 

Cotton 

Tobacco 

Wheat 

Pork and 
pork products 

1874-78 

70.2% 

62.4% 

28.1% 

13.0% 

1879-83 

67.8 

50.2 

37.8 

17.9 

1884-88 1 

67.2 

50.1 

29.3 

12.4 

1889-93 

66,7 

42.8 

34.7 

17.6 

1894-98 

69.2 

41.6 

34.3 

18.8 

1899-1903 

67.3 

39.8 

34.5 

20.9 

1904-08 

67.5 

39.4 


172 

1909-13 

67.5 

41.4 


13.3 

1914-18 

48.8 

37.7 

34.4 

18.8 

1919-23 

58.4 

44.0 

34.9 

21.1 

1924-28 

58.7 

43.0 


12.4 

1929-33 

56.4 

380 

15.7 

6.9 

1934-37 

f* 

43.6 

36.7 

7.6 

2.7 


♦ Reproduced from Agriculture and the National Economy, Temporary National Eco- 
nomic Committee Monograph No. 23, p. 0. 


1929. The figures in the table stop after 1937, to avoid the special 
influence of the onset of the Second World War. These data reflect not 
only the declining comparative advantage of American agriculture in 
regard to these basic products, but also the steeply rising tariffs and other 
trade barriers, both here and abroad. In part the table also mirrors, of 
course, the growing domestic demand that in some cases absorbed an 
increasing part of domestic production. But the farmer has surely been 
one of the greatest sufferers from the stifling of foreign trade attendant 
upon the increasing economic “nationalism” of recent years. 

Whether the postwar export market for American agricultural products 
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will approach pre-1930 levels depends in considerable part on the outcome 
of the war. If the Allies emerge victorious and a world of relatively 
free and cooperative economic relations is established, we may cer- 
tSjinly expect a considerable revival of our export markets, assuming that 
we participate by lowering our import barriers. But even in that case, 
there appears little evidence that the American farmer can ever again, 
except under special circumstances such as postwar reconstruction, count 
on the foreign market that he knew during the period before the First 
World War or even during the ’twenties. Competitive producing areas 
for many of our basic agricultural products have become well established, 
and our comparative advantage appears to have shifted strongly in the 
direction of manufactured products, particularly the mass production 
goods of metals and machinery. 

Agriculture's Claim to Special Aid 

Although their demands for special aid have unfortunately often been 
based on less defensible arguments, farmers may reasonably lay claim 
on a number of grounds to governmental assistance in meeting their 
manifold problems. (1) As a low income group, generally speaking, 
they may ask special aid to establish minimum planes of living. (2) In 
view of the large farm families that have provided more than their 
share of the population, they may ask special remuneration. Neither of 
these claims applies only to farming. Both are based on special circum- 
stances under which nonfarming groups may also claim assistance. (3) 
The farmer sees many other groups in society receiving special privileges 
and special advantages, and may demand that if these are to continue 
he too should receive special aid. (4) Agricultural prices, incomes, and 
production conditions are particularly erratic, subject to especially violent 
fluctuations, and the farmer may seek aid in meeting this problem. (5) 
If, as is sometimes argued, agriculture as a way of life is particularly 
fundamental to our individualistic democracy and provides a considerable 
degree of social stability, agriculture may claim special subsidies to 
enable it better to carry out this socio-political function. 

1. The income status of farmers. The very low incomes received by 
many farmers relative to other economic groups are frequently presented 
as an argument for special assistance to agriculture. The farmer’s case 
for special aid here rests not on his being a farmer, but on his being a 
human being with a very low income. If we believe in some sort of 
minimum plane of living for all and in less inequality of income, a 
large portion of farm families are among those meriting special assistance. 
It is important to note, however, that this is fundamentally a “personal” 
income problem rather than an “industry” problem. Although fhany 
farmers are in the lowest income groups, many are not, and there is little 
justification on the “income” score for helping the high income along 
with the low income farmers. Indeed, many economists argue that 
fundamental weaknesses of our recent farm-aid programs stem from the 
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eommon failure to distinguish between the personal income-distribution 
fux)btem and the "industry” claims of agriculture for special assistance. 

2. Large farm families. The second ground on which farmers may 
claim special governmental aid is the fact that there is no provision in 
the price system for paying them for the expenditures of money and 
effort that they make in bearing, rearing, and educating a large number 
of children who later move into other economic areas. Economically, 
human beings are capital resources of the nation as much as are buildings 
and machinery, and it may therefore be argued that the nation should 
remunerate the rural population for the contribution it makes to the 
national welfare in this connection. This again is not peculiarly a farm 
problem; large families are found in urban areas as well, but agriculture 
has^ long produced a "surplus” population. Many persons feel tha^ 
agricultural youths are likely to become especially desirable workers 
and citizens; but if the primary intent is simply subsidizing large families 

m general, large urban families might equally well be included in the 
program. 

3. Special aid to offset artificial advantages of other groups. The 
third ground on which farmers may claim special aid is that they are 
injured by special privileges granted other groups, and hence that they 
deserve offsetting special assistance. The high American tariff on in- 
dustrial products has long forced the farmer to pay high domestic prices 
while shutting off his own foreign markets. Monopolistic conditions 
have been blinked at by governmental officials in a vast number of indus- 
trial products, in spite of laws purporting to outlaw monopoly in re- 
straint of trade. Labor unions in many cases have been permitted to 
exercise monopolistic restraints to raise wages, raising the prices paid 
by farmers and restricting movement from the farm to urban occupa- 
tions. ^ In the face of these facts, the farmer long had to sell in an 
essentially competitive market, with very little in the way of special 
advantages. 

Many economists object to this argument for special aid to agriculture, 
maintaining that the answer lies in the removal of special privileges for 
other groups raij;her than in building up still more special privileges and 
restrictions. They point to the very real danger of an ever-increasing 
spiral of special privileges and restrictions for each group to offset ad- 
vantages of the other. Correct though this analysis may be, the farmer 
understandably feels that he has a claim to assistance if special privileges 
for other groups continue. 

4. Erratic agricultural prices and incomes. There is probably no 
more unpredictable sphere of economic activity than farming. Farm 
prices, costs, and incomes sweep up and down with a frequency and 
violence that makes commercial agriculture risky in the extreme. De- 
mands are relatively very inelastic particularly for some of the basic 
gram croj^. Industml demands for farm raw materials, such as cotton, 
^ pecubarly sensitive to fluctuations in general business activity. 
Chaaagea m international politics play havoc with foreign markets for 
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major crops. High fixed costs in agriculture make supply as a whole 
highly inelastic although adjustments between crops are quite easily 
accomplished. Even such' adjustments, however, can be made only once 
a year. Finally, planning output in agriculture, whether by individuals 
or on a group basis, is not like planning output in indiistry. The vagaries 
of nature may upset the best-laid plans. Droughts have been the one 
sure method of major crop reductions that have brought major price 
increases. But good weather conditions have been equally effective in 
producing bumper crops that have flooded the market and depressed 
prices. ^ Carefully as the individual farmer may plan, he is never sure 
what his output will be; and carefully as the agricultural industry may 
attempt to adjust production to expected demand, there is never any 
certainty that the planned adjustment will actually occur. The highly 
competitive position of the farmer plus the natural hazards of his 
occupation place him in a very insecure position relative to most other 
entrepreneurs. 

There is little doubt that the uncertainty in commercial farming pre- 
sents a problem in the solution of which the farmer has a claim to special 
governmental assistance. This claim rests on benefits to the economy 
as a whole as well as to the farmer. If many of the uncertainties of 
production and price can be eliminated by governmental assistance, much 
more efficient use of agricultural resources will be assured. If the flow 
of farm commodities into the market could be stabilized, consumers 
and industry as well as farmers would benefit greatly. 

5. The agricultural way of life. Many people feel that farming as 
a way of life involves more community ties and greater social stability 
than is characteristic of other occupations. It is argued that community 
living and stable personal and social relations may be an anchor in a 
stormy social scene, where violent social and political crises and increasing 
strains on individuals might otherwise result in upheavals even more 
drastic. The significance of a vital agriculture as a central core in the 
functioning of individualist democracy is argued by many sociologists 
and political scientists. On th6 other hand, the drift of agriculture into 
more commercialized farming modifies these characteristics of the agri- 
cultural way of life as it has been known in the past, and in fact ’the 
major features of the agricultural program have focused on the “least 
agricultural” aspects of agriculture, that is the commercialized sectors 
of agriculture. Moreover, dilemmas arise in the conflicts between this 
goal and maximizing the plane of living of the entire population. The 
validity of the argument that agriculture should be encouraged as a way 
of life depends on many things consideration of which is in the main 
beyond the scope of this study. There is no “economic” basis for such 
an argument, but this by no means proves that the argument is therefore 
invalid. 

6. Other claims. Valid or partially valid though these five claims to 
special assistance may be, they surely do not warrant a blanket justifica- 
tion for special aid to the farmer every time he finds himself in trouble 
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for whatever reason. If the farmer speculates unwisely in land and finds 
himself “left out on a limb,” he has neither more nor less claim to 
sympathy than any other speculator. If he goes “overboard” for the 
production of grapefruit when consumers prefer oranges, he has no 
more claim to special assistance than would an industrialist who had 
guessed wrong on consumer demand. And most of all, if consumer 
demand shifts away from farm products more and more to nonfarm 
products, the farmer has economically no more claim to permanent 
subsidy to induce him to produce in excess of the level indicated by 
consumer demand than does the buggy manufacturer or the producer of 
women’s high-top shoes. Unfortunately, it is this last and most funda- 
mental factor of adjustment to shifting consumer demand that is often 
lost sight of in the midst of more spectacular arguments advanced by 
special interest groups. 

Farm Aid— 1921-1933 

That our recent experiments in special aid to agriculture have helped 
agriculture, that they have failed to solve “the farm problem,” that they 
have prevented the downward adjustment of agricultural output to de- 
creasing demand, that they have speeded recovery, that they have 
impeded recovery — all these and many other claims have been bruited 
about in recent years. This section and the next are devoted to a brief 
survey of some of the major farm-aid programs undertaken recently, to 
the historical background of the problems that led to these programs, 
and to brief comments on the justification for special aid to agriculture. 

As early as 1921 farmers began their organized pressure for special aid 
to agriculture, and Congress created a special Joint Commission of Agri- 
cultural Inquiry to investigate the plight of the farmer. This pressure 
for special assistance grew through the ’twenties as agriculture remained 
relatively depressed, and various legislative steps were taken to help 
farmers, notably the establishment of the Federal Intermediate Credit 
Banks, the law exempting farm cooperatives from provisions of the anti- 
trust laws, and a higher tariff on wheat, beef, and cattle. By 1927, enough 
.strength had* been mustered in Congress to pass the so-called McNary- 
Haugen Bill, providing for stabilization of the prices of certain basic 
farm products at “profitable” levels, but this legislation was vetoed by 
President Coolidge. The following year a similar, but somewhat broader, 
act was passed, and was again vetoed. Finally, in. 1929 the Agricultural 
Marketing Act was passed and signed by President Hoover, setting up 
the Federal Farm Board with the stated purpose of encouraging “orderly 
marketing” of farm products. The pressure for “orderly marketing” legis- 
lation had originally been aimed at smoothing out seasonal variations, 
but gradually had been transformed into a broad program of continued 
widespread support of agricultural prices, reflecting the growing power 
and demands of agricultural pressure groups. For this purpose the 
Farm Board was given $500,000,000, a sum which at that time appeared 
very large. Jn the same year, the Smoot-Hawley tariff provided higher 
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duties on farm products imported, along with major increases on indus- 
trial products. As so many times previously, economic policy developed 
largely as a bargain between the “farm West” and the “industrial East.” 
Failing in its earlier demands, the farm bloc finally compromised on 
higher industrial tariffs in exchange for the Farm Board provisions. 

By the summer of 1929 it was apparent that the prices of basic farm 
products, especially wheat and cotton, were going to fall because of 
bumper crops, large carry-overs, and declining European markets, now 
heavily invaded by Russian, Argentine, and Canadian wheat and by 
cotton from various new areas. The Farm Board therefore undertook 
stabilization operations in wheat, making loans to farmers’ cooperatives 
to buy up and hold wheat off the market to avoid further depressing 
prices. By July 1, 1929, it was estimated that 614,000,000 bushels of 
wheat were in storage throughout the world, as compared with more or 
less “normal” holdings of about 275,000,000 bushels in 1926. The 
precipitous general economic decline in the fall of 1929 and during 1930, 
coupled with the almost complete cessation of American ioans to Europe, 
led to^a sharp break in wheat prices. The Board faced the painful pros- 
pect of bumper crops, tremendous carry-over, vanishing demand, and 
dwindling resources. Into the gap it plunged, undertaking to buy up 
wheat held by cooperatives and some newly produced wheat, but exclud- 
ing wheat held by'other persons or groups. By April 1931 the Board’s 
holdings of wheat had increased to 200,000,000 bushels, the price of 
wheat on the open market had fallen drastically, and the Board’s resources 
were practically exhausted. 

The stabilization operations in cotton were similar in nature. Through 
loans to cooperatives the Farm Board attempted to hold surplus supplies 
off the market and so to hold up the price, but the efforts of the Board 
were of little avail against the basic forces of deepening depression, huge 
carry-overs, and bumper crops. By 1931 the Board found itself with 
huge supplies of cotton on hand without having more than temporarily 
checked the downward plunge. 

That the Board’s efforts to maintain farm prices and incomes by buying 
up surpluses had proved largely ineffective was genertflly admitted. 
Already growing support was to be found for the idea of preventing the 
emergence of surpluses through production control rather than by buying 
them up after production. It was this new attempt to raise farm prices 
and incomes by preventing “overproduction” that provided the core of 
the new and drastic Agricultural Adjustment Administration program, 
enacted as one of the first major pieces of New Deal legislation in May, 
1933. 


Farm Aid Programs Since 1933 

The positive program of the New Deal to aid the farmer has passed 
through several stages since 1933. In spite of the diversity of the meas- 
ures enacted, and the changes from year to year in those that survived, 
it is possible to distinguish seven major steps: (1) The first, basic to 
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the entire iMY>gram, has been the effort to control production by linuting 
acreage through various expedients. This production control program 
has been supplemented by, and, in the case of certain basic crops, virtu- 
ally identified with a system of marketing quotas. For specialty crops 
and milk and dairy products, producers’ marketing agreements have been 
used instead of marketing quotas. (2) The second, closely following 
the old Farm Board, has been a program of crop loans and storage pro- 
visions intended to hold surplus crops off the market. (3) The third 
has been a series of measures intended to speed disposal of surplus crops, 
notably the food and cotton stamp plans of the Federal Surplus Com- 
modities Corporation. (4) Attempts to restore the foreign market 
through the Trade Agreements Program and export subsidies constituted 
the fourth. (5) The fifth has been the effort to ease the debt and interest 
burdens of the farmer through provision of low-cost farm credit.. (6) 
Sixth has been direct aid to supplement farm income, including the 
“parity income” payments to participating farmers and the activities 
of the Farm Security Administration to aid low income farm families. 
(7) Seventh have been direct efforts to promote the more “economic” or 
“scientific” use of resources in farming, including the activities of the 
Federal Crop Insurance Corporation intended to remove some of the un- 
certainties of natural hazards to production, and the broad, long-estab- 
lished program of scientific research, reports, and ^idance for farmers 
through the Department of Agriculture, the Agricultural Experiment 
Stations, the county-agent system, and so on. And important through- 
out the entire program, though especially prominent in (1) and (7), 
have been efforts to facilitate conservation of our national resources. 

Underlying much of this program are the concepts of “parity prices” 
and “parity income” for farmers, developed by the farm pressure groups 
during the ’twenties and continued with growing force through the 
’thirties. The gist of these concepts is that agriculture should be as 
well off relative to the rest of the economy as it was during the “base 
period” of 1909-14, which is that period in recent times in which agri- 
cultural prices were generally highest relative to other prices. For 
practical pmi^ses the concept of “parity prices” has been the important 
one, with farm legislation framed to raise individual farm’ prices to that 
level, relative to nonfarm prices, that they occupied in the base period. 
Essentially, the “parity” argument amounts to the proposition that, what- 
ever the dictates of shifting consumer demand and changing technological 
conditions, artificial action should be taken to raise and support agri- 
cultural prices and income at their exceptionally favorable 1909-14 levels.* 
Although the parity concept is fundamentally only a rule-of-thumb con- 
cept for farm pressure groups, it has been very effectively used by them 
on repeated occasions, and it has often obscured their basic demands for 


* Except, among the major crops, for tobacco, which has been given a more recent 
base period in view of the fact that 190&-14 was relatively less favorable for it 
than the ’twenties with their greatly increased demand for cigarettes. 



AGRICULTURE; A CASE STUDY 

subsidies under what had the appearance of being a “scientific” formula.'^ 
Apparent as the fallacy of the parity concept must be, it has been 
accorded a tremendous amount of support. “Parity” is a good rallying 
slogan. Of course opponents of the “parity” concept and the farm 
measures enacted have not been silent. Why, asked the critics, would 
it not be equally wise to subsidize buggy-makers to the extent of main- 
taining prices and incomes in that industry at their 1905-06 levels since 
those appear to have been exceptionally good years for the buggy trade? 
But still the program has prospered in Congress. Any broad case study 
in economics must recognize the importance of political pressures and 
compromises. 

That the program undertaken to aid agriculture has been compre- 
hensive is apparent. Indeed, the joking description of the work of the 
major agricultural agencies current in Washington during the period — 
that AAA paid the farmers not to raise the crops. Commodity Credit 
Corporation paid them (through loans) to store the surplus AAA did not 
prevent, and Federal Surplus Commodities Corporation bought up and 
gave away what surplus was left over — ^though only a half truth, has an 
uncomfortably penetrating ring. The program has broad ramifications. 

Production control and marketing quotas under AAA 

The core of the New Deal farm program, ever since its inauguration 
in 1933, has been the effort to prevent crop “surpluses” and hold up prices 
by restricting production. The primary method used has been limitation 
of acreage planted, supplemented by a system of marketing quotas in 
cotton, tobacco, wheat, and rice. The arrangement thus is strikingly 
similar to the restrictive methods of private industrial oligopolists whereby 
total output is limited and the market “divided up” with price maintained 
by agreement. 

The production control rationale of the program was plainly stated in 
the original Agricultural Adjustment Act of 1933. Payments were made 
to all farmers who restricted acreage in accordance with the allotments 
made by AAA administrators, the payments being financed by a process- 
ing tax on the commodities involved. No legal compulsibh was imposed 
on farmers to cooperate in the program, but the large benefit payments, 
coupled with the social opprobrium attendant on noncooperation, brought 
a high percentage of participation. National allotments for each crop 
were determined in accordance with the law by national administrators, 
and apportionments were made to each state, which in turn apportioned 
its acreage allotment among counties and communities through local 
administrative committees composed of the farmers themselves. Acreage 
allotments were based largely on the proportion produced by each area in 
preceding years but with adjustments for t 3 rpe of farming, crop-rotation 

^For a remarkable, straight-forward recognition that the farm program has been 
at bottom simply a mass subsidy, see the valedictory statement of Henry A. 
Wallace as Secretary of Agriculture in the Annval Report of the Secretary of 
AffricuUvre for Idifi, p. 184. 
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practices, type of labor and equipment available for production, and so 
on. The dividing of allotments among individual farmers has been the 
cause of much resentment on the part of those who felt they deserved 
larger quotas. In part this was due to inadequate and inaccurate data 
used by the administrators (later improved), in part to changes in 
individual farming operations more rapid than provided for in the 
formulation of the program, and in part simply to the natural desire of 
each farmer to benefit individually from artifically supported prices by 
obtaining the largest possible quota. 

The AAA was declared unconstitutional in 1936, on the grounds that 
taxing one group (processors) to subsidize another was unconstitutional, 
as class legislation; but a new act was immediately passed eliminating 
the processing-tax feature and being strengthened by further relating 
production control to a program for conservation of natural resources, 
a phase of the original AAA that had been comparatively little stressed. 
However, production control under this act was highly ineffective, and 
in 1938 a broad new program of control was enacted, still in large part 
nominally for the purpose of soil conservation. Although the Supreme 
Coiu-t had become more sympathetic to such legislation, production 
control sounds much better under the name of soil conservation ; besides, 
the widespread public resentment at the killing of the little pigs and 
plowing under of every third row of cotton in 1933 in the face of great 
human need had not been forgotten. 

Under the 1938 Act, acreage allotments were again determined in 
roughly the same manner as under the 1933 version, with the national 
allotment for each basic crop determined so as to provide for “normal” 
needs plus an adequate reserve supply in order to assure an “Ever-Normal 
Granary” in the event of years of shortage. Included were cotton, corn, 
wheat, rice, tobacco, potatoes, and peanuts. An allotment was deter- 
mined for all other “soil-depleting” crops as a group. Acceptance of the 
acreage allotments was again voluntary, with benefit payments only to 
participants. However, to ensure that nonparticipants would not reap 
the benefits of reduction by participants, marketing quotas were also 
permitted to b8 established where necessary. These marketing quotas, 
which limit the amount to be marketed by each producer (usually iden- 
tical with that envisaged by his acreage allotment) , may be proposed by 
the Secretary of Agriculture, and are voted upon by producers of the 
crop involved. If two thirds of those voting favor establishment of the 
quotas, they become compulsory for all producers, and noncompliance is 
punishable by fines. Enforcement of such quotas is practical only for 
crops that necessarily flow through established processing channels, and 
they have been applied mainly to cotton, tobacco, rice, and wheat. Even 
there, substantial numbers of producers have failed to stay within their 
quotas, preferring to pay the penalties imposed in order to produce and 
sell more at the higher prices maintained. However, in view of the 
failure of acreage control satisfactorily to restrict production, marketing 
quotas have come more and more to play the central role in the produc- 
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fcion control program. For milk and dairy products and for specialty 
crops (vegetables, fruits, nuts, and so on) marketing agreements are 
encouraged in place of formal market quotas. Under the marketing 
agreements program, producers meet together and determine how and 
how much of their product should be marketed to raise theii incomes, 
and, if he approves, the Secretary of Agriculture promulgates the market- 
ing agreement, which then becomes binding upon all producers in the 
industry. The striking similarity of these production and marketing 
control schemes to the cartel or “share-the-market” arrangements char- 
acterizing many industrial groups is obvious. 

How effective have these production control programs proved? The 
evidence available indicates that the acreage allotment programs, un- 
supplemented by marketing quotas, have proved an ineffective device 
for controlling production. Substantial groups of producers have re- 
mained outside the program, and total output even of participants has 
increased in many cases. In corn, for example, during the 1937-39 
period acreage planted in the six central corn belt states was reduced 
8 per cent from the 1929-32 period, but com production in these states 
actually averaged 17 per cent higher. This was in part accomplished by 
increased yield per acre resulting from use of hybrid seed and more 
efficient productive methods stimulated by the higher price and restricted 
acreage, and in part by weather conditions. Mo. cover, the corn acreage 
restriction induced a widespread expansion in substitute crops, especially 
soybeans and the more productive legumes, so that the total feed supply 
of such crops was increased by much more than the increase in com 
production. The possibilities for such increases were more limited in 
most other crops, but the conclusion must stand generally that acreage 
control has simply not proved effective in reducing production. Every- 
where, increased yields per acre stimulated by higher prices have in 
considerable part, or completely, offset acreage reductions. Naturally 
the restriction in those crops covered by marketing quotas in addition 
has been more effective, but even there the results have been far from 
those desired by AAA planners. 

With United States’ entrance into the war, the AAA'^ program has 
finally been readjusted to increase substantially production of specially 
needed products, such as peanuts and soybeans, on land withdrawn to 
conform to quotas on “soil-destroying” crops, although price mainte- 
nance at artificial levels for more plentiful farm products has continued 
a major aim. Presumably, increasing emphasis will be placed on increas- 
ing output in particular lines as shortages even in farm products pinch 
more and more, especially in connection with foreign needs. 

Crop loans and storage 

In the 1938 Act, crop loans were restored to a position of prominence 
as a part of the “Ever-Normal Granary” program. The purposes under- 
lying the provision for high commodity loans varied for different crops, 
but the fundamental one was to assist production control in raising and 
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maintaining an “ever-nonnal granary” — a reserve supply sufficient to 
smooth ont the ups and downs of annual production. 

The manner in which these loans are made is a complicated one. The 
Commodity Credit Corporation is instructed to make loans at some per 
cent of the “parity price” of the commodity in question — from 52 to 75 
trader the 19^ Act; 85 under the 1941 Act; and up to over 100 under the 
1942 wartime provisions, which in effect set price floors at or well 
above parity levels for most basic farm products. Parity price for the 
crop is that price at which it is in the same relation to nonfarm prices 
as during the base period. This base period has been 1909-14 for all 
major crops except tobacco, whose base period was changed to 1919-29 for 
some types and 1934-38 for others, the periods in which tobacco was in 
an exceptionally favorable relative price position. Once parity price 
for a crop is determined, loans are made at the rates specified upon 
security of the crops stored, except that nonparticipators in the production 
control programs can obtain loans only under certain restrictions and 
to a lower per cent of parity price than specified for participators. Loans 
may be made on any agricultural commodity, including dairy products. 

Unlike other secured loans, loans made by the CCC are specifically 
without recourse. That is, if a 75 cent loan is made on com and the 
price falls to 60 cents, the farmer may simply turn the stored corn over 
to the CCC and leave it to bear the loss. The CCC has no claim against 
him for the additional 15 cents per bushel. Thus, in effect, the crop- 
loan program amounts to a promise to buy the crop at the loan level in 
the event that the price goes lower and the farmer wishes to unload, 
while permitting the farmer to pay off his loan and sell the crop in the 
event that the price rises sufficiently to make it profitable to do so. From 
the farmer’s point of view the scheme amounts to realization of the old 
saying, “Heads I win; tails you [the government] lose.” 

The crop loan and storage program early accumulated surpluses in stor- 
age that many economists considered ample ever-normal granary supplies ; 
and by summer 1941, in spite of the booming demand for cotton which 
liquidated many loans, CCC had almost 1 % billion dollars in purchases 
on hand and ^oans outstanding, secured by vast supplies of such basic 
crops as cotton, wheat, corn, and tobacco. Up to the great demands of 
wartime production on raw materials and the increased demand for food- 
stuffs with returning prosperity, the conclusion was hard to escape that 
the crop loans made had been seriously out of line with the prices indi- 
cated by economic demand and supply forces. None the less, the huge 
commodity stocks have helped to ease war shortages in those lines to 
the extent that they have been released by CCC for use. But even in 
the midst of war shortages and inflation, the “farm bloc” fought release 
of accumulated stocks lest the rise in farm prices be “unfairly” restrained. 

The surplus disposol program 

The government has endeavored to combine the aims of aiding low 
income famities and disposing of accumulated farm surpluses through 
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the relief distribution and food-stamp, plans of the Federal Surplus 
Commodities Corporation. Upon instruction by the Secretary of Agri- 
culture, FSCC bought up in the market crops whose prices were severely 
depressed and distributed these crops free to relief clients through state 
and local relief agencies. For the most part, FSCC has dealt only in 
specialty crops and dairy products suitable for direct consumption, though 
in 1940 a cotton disposal program was instituted on a small scale. More 
recently, the food-stamp plan was inaugurated, whereby FSCC sold 
orange colored "food stamps” to low income families and with every $1 
orange stamp gave a 50-cent blue stamp. The orange stamps could be 
used by the purchaser at grocery stores in the purchase of any commodity, 
the blue only for those commodities of which the FSCC had declared 
surpluses existed. The grocer then cashed the stamps for full value 
from the FSCC. The virtues of this plan are claimed to be that it 
released the surpluses through regular market channels, improving the 
business of the participating retailers and giving the low income families 
more freedom of choice than they would have had through direct com- 
modity distribution. The primary offsetting disadvantage appears to be 
that the food stamp plan was somewhat more expensive than direct 
relief distribution of the commodities. 

During the four years 1935-39 nearly three billion pounds of surplus 
foods were distributed under the direct relief arrangement. The food- 
stamp plan was inaugurated in some cities in early 1939, and spread 
rapidly. However, it was never granted suflScient funds by Congress 
to assume a major role in the agricultural and relief programs, and did 
not become general throughout the country. With the advent of war 
shortages it was quickly discarded. 

The trade agreements program and export subsidies 

Narrowing international markets, the general resistance to outright 
tariff reductions, and the importance of opening closing doors to American 
exports led to the development of the Reciprocal Trade Agreements 
Program in 1934. Previous tariffs had been extremely high and this 
seemed a reasonable and politically feasible way of paring tBem down and 
expanding international trade. Agriculture benefited from this program 
in two ways. By lowering our tariffs on imported goods of all sorts, we 
indirectly gave other countries increased purchasing power over our 
agricultural (and other) exports. More directly, many of the agreements 
improved the opportunities to sell farm products abroad by lowering 
foreign tariffs and quotas that had been erected against them. 

Simultaneously with the Trade Agreements Program, farmers were 
continuing their vociferous claims for export subsidies on farm products, 
to permit them to dump surpluses in other coimtries without' incurring 
losses while helping to maintain prices within the United States, a practice 
already discussed. Obviously, this program was directly in conflict with 
the aim of the Trade Agreements Program toward freer trade and a good 
neighbor policy. Not only do such export subsidies conflict with the freer 
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trode ideal, but they invite retaliation both politically and economically. 
None the less, from a short-run point of view they appealed strongly to 
the interests of certain farm groups. And while the Department of 
State labored to promote trade agreements through the late ’thirties, the 
Department of Agriculture poured large sums into export subsidies, 
primarily on wheat and cotton, even though this phase of farm aid has 
received virtually no publicity. To the economist, the choice between 
the two methods of stimulating exports is not a difficult one. 

The farm credit program 

The major importance of interest and debt burdens in the difficulties of 
the farmer has already been indicated. Early in the depression of the 
1930’s farmers in all parts of the country were in dire straits in regard to 
debt charges, and the practice of granting state-wide and local debt 
moratona spread rapidly, stimulated by farmers’ “strikes” in some areas. 
Beginning in 1933 and' continuing through 1935, an extensive program 
of refinancing farm mortgages at lower interest rates, totaling almost 
$2,000,000,000, was carried out by the Federal Land Banks and the Land 
Bank Commissioner. A complex structure of credit agencies designed to 
provide credit for farmers has rapidly grown up, the nature and scope of 
which has been indicated in a previous chapter ® and need not be restated 
here. 

The extent to which this system of federal credit agencies operates to 
provide a subsidy for farmers is not clear. In many cases, federal credit 
has filled a need of farmers not met by other sources of funds except at 
exorbitant rates, especially on loans of intermediate length — about one to 
five years. On the other hand, private lenders have argued tellingly that 
they are unable to compete on equal terms with government agencies 
that meet expenses from federal funds. There can be no doubt that the 
government credit program has drastically reduced the rates on farm loans 
of almost all classes. Whether this has come as the result of newly 
introduced competition in a monopolistic field or as a result of government 
subsidy must wait for a definitive answer. Probably both explanations 
are in part correct. 

Additional direct aid to farmers 

In addition to the various steps to raise and maintain farm prices and 
to make credit available to the farmer, several other types of direct special 
aid have been enacted. 

The Agricultural Adjustment Acts have carried provisions for “parity 
income payments” in addition to the provisions already noted. These 
provisions have been stated on a basis of “if and when appropriations are 
made by Congress.” When Congress has seen fit to appropriate special 
funds, these funds are parceled out by the AAA to farmers producing the 
basic commodities in proportion as the prices of these commodities are 


«"The Banks and the Quantity of Credit.” 
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below their parity prices. This provision has been intended as an addi- 
tional boost to farm income in light of the emphasis on “parity income” 
and .of the , fact I^Ji^at, until 1941, most farm ’prices had j never closely 
approached “parity” in spite, of .the vast farm programs. For the most 
part parity income payments have not been part of the administ]^ai*l'On’s 
farm program, but instead have been tacked on by Congress. The 
$212,000,000 appropriation of 1938 was the largest made for this purpose. 

Aid under all the programs so far mentioned, with the exception of farm 
credit, has gone to producers on the basis of their reduction of production 
or, through higher prices and loans, on the basis of the amount produced. 
By contrast, the Farm Security Administration was set up for the special 
purpose of extending aid to low income and underprivileged farm families. 
Activities of FSA have included a program of rehabilitation for low 
income families, emergency loans and grants to farmers who are unable 
to obtain aid or credit through regular channels, farm-debt adjustments, 
special assistance to tenants attempting to purchase farms, organization 
of medical and community service cooperatives, provisions of camps for 
migrant farm workers, and other such programs. 

In 1939 FSA extended aid to more than 600,000 needy farm families in 
planning and financing farm rehabilitation. This aid included not only 
financial assistance but careful and complete planning of the future 
program of farm operation and improvement, both in the field and in the 
home. In all activities, assistance has been made in the form of loans 
where feasible, but through outright gifts in cases where the straits of the 
farmer were exceptionally dire. FSA assistance has proved especially 
valuable to the low income farm belt of the south, including many Negro 
tenant farmers. In spite of the direct channeling of this aid to the most 
needy, however, the- financial resources made available to it have been 
very small relative to production control and loan and storage programs. 

Efforts to promote more efficient use of resources 

Efforts to promote more efficient use of resources in agriculture are by 
no means new. Such efforts fall broadly into three groups. 

1. For years the Department of Agriculture has conducted a broad 
program of scientific research and guidance for farmers, both directly in 
its own activities and in collaboration with other agencies. Research in 
plant and animal biology, in farming methods and farm management, 
in home economics, in engineering, in weather conditions and forecasting, 
in economics and sociology, and in many other fields has been steadily 
carried on both within the Department and through a wide system of 
Agricultural Experiment Stations connected with the land-grant colleges. 
The results of this research, partially or completely financed by federal 
funds, are made available to farm families through publications and direct 
contact, especially through the nationwide system of county agents, as 
well as indirectly via other channels. Probably no other economic group 
has received such widespread assistance of this sort as has agriculture. 
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This ireseareh fitegraila has in some respects ^fitted in very effectively "With 
other aspects of the agricultural program, but it has sometimes also been 
in di^ct conflict vnith that program. For example, when AAA sought to 
restrict com production by restricting acreage, and at the same time the 
agricultural experiment stations produced hybrid com yielding many more 
bushels per acre, the conflict is apparent. 

2. A central part of the efforts to promote more efficient use of agricul- 
tural resources has been the soil conservation program. Programs for soil 
coniwrvation are often primarily educational, giving the farmer research 
findings on how to operate his farm most efficiently for his own long-run 
interests as Well as for those of all society. But there has been con- 
siderable confusion in recent years in the apparent alliance between the 
program of soil conservation and production control. In some instances 
the short-run aim of restricting agricultural output is consistent with the 
long-run aim of conserving natural resources, where such restriction 
involves shifts from soil-depleting to soil-building crops. But a large 
part of soil conservation is most effectively accomplished in other ways, 
and the long-run results of such a program are of course to increase the 
productive capacity of the nation’s farm plant, or at least to retard its 
decrease in productivity. 

That a great amount of unnecessary wastage of natural resources con- 
tinually occurs, no one would deny. Partly this stems from inadequate 
information as to the best ways to use our soil; partly from the desire of 
many entrepreneurs to prosper now at whatever future cost; partly from 
the failure of the government to visualisse long-period land-use needs; 
^partly from the poverty of a vast number of fanners, which forces them to 
supplement akimpy incomes by “using np” the soil without replacing it by 
pfoper conservation methods. That some action to protect society in 
these respects is desirable is probably now generally accepted. Indeed, in 
the last decade the United States has become “conservation conscious” — 
soil conservation has become a much-ballowed phrase and great emphasis 
is placed on saving natural resources fot future generations. Unfortu- 
nately, this attitude can easily be, and has been, much overdone. Any 
amount of money spent on conservation is now likely to be regarded as a 
good thing. But it would obviously be just as foolish to save all our 
resources for our grandchildren as to exhaust them all now. How the 
decision between present and future should be made when government 
steps in to undertake conservation activities the economist cannot say. 
But he Uan emphasize the need for carefnl marginal weighing of the 
alternatives, economic and social, rather than blind assumption that all 
Conservation activities are “good” or “bad” per se. 

It tnuSt not be thought, however, that the justification of our conser- 
vation prograins rests entirely on provision for future years. On the 
-contrary, equally if not more important are the beneficial results for 
the present of an intelligent conservation program. Among these are: 
‘fa) Provision of information to farmers concerning methods of cultivation 
1lhat both consen'e the soil and improve the farmers’ position. Frequently 
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fanners fail to practice effective soil conservation even when it would be 
immediately economical for them to do so. (b) Regulation of farming 
practices in situations where the social costs of particular types of action 
are greater than private costs. It may be advantageous to the individual 
farmer to cut away a wooded space, but this may involve large additional 
social costs if it intensifies the problems of flood control or destroys the 
natural beauty of the territory. Under such circumstances free market 
forces fail to accomplish results consistent with the general welfare, 
(c) Collective action of various sorts in order to attain particular social 
objectives that cannot be accomplished by individual action. Preserva- 
tion of city areas for parks and playgrounds is an example. Here the 
problem is the group one of deciding which are the most important ends 
sought by society and how much sacrifice is justified to attain any one of 
them. 

3. An entirely different set of problems concerns the eflScient use of 
resources over long periods where from year to year there are unpredicta- 
ble and erratic changes in production conditions, crop yields, demand 
conditions, farm prices, and farm incomes. Inaccurate anticipations on 
the part of entrepreneurs are a major cause of inefficiency and waste in 
the use of agricultural resources. 

As one step to minimize this inefficiency, in 1938 “all-risk” crop insur- 
ance for wheat farmers became a reality after long years of discussion and 
experimentation. This step to remove the uncertainties of natural forces 
is still in a highly experimental stage. At present the Federal Crop 
Insurance Corporation receives premiums in wheat, holding the premiums 
as a reserve from which to make payments in case production fails. 
Insurance is on production only, and may be taken for either 60 per cent 
or 76 per cent of average yield. The crop insurance program is an obvious 
corollary of the ever-normal granary program and of the general program 
to facilitate accurate planning, but how far it will be extended to other 
crops will depend upon experience on the now limited scale of operations. 

Such a program is easily justified if its costs are less than the wastes 
that it eliminates. Moreover, if programs of this sort prove workable, 
society gains through increased stability of available farm products. The 
marginal gain to consumers in having more in years of shortage is prob- 
ably greater than their sacrifice resulting from the withholding of crops 
in years of surplus. Farmers, meanwhile, gain through greater stability 
of income. 


Conclusion 

The complex of economic and broader social problems present in agri- 
culture, together with the variety of measures already adopted for allevi- 
ation of the difficulties faced, should make it apparent that evaluation of 
any particular piece of farm legislation is not an easy task, much less 
ttiat of evolving from the complexity of the problem an overall set of 
“satisfactory” corrective measures that would have any chance of both. 
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political adoption and practical success. The application of economic 
tools to complex social problems is a far more difficult task than is 
suggested by the simple analytical problems posed in elementary texts. 
Especially difficult is the task of keeping separate “economic” and ethical 
value judgments when discussing such a broad problem, or more accu- 
rately, set of problems. Yet it is worth while in conclusion to make a 
tentative evaluation of the overall farm program of the last decade with 
suggestions for a program more “economic” and more effective in meet- 
ing the fundamental issue of income redistribution. The fact that this 
evaluation and the suggestions made reflect to some extent the personal 
inclinations of the authors is inevitable. Here as in most questions of 
social policy the formal tools of economic analysis are not alone sufficient, 
and seldom can their use be entirely colorless on such problems. It is 
necessary to be continually on guard against hidden personal biases even 
in conclusions that attempt to be entirely open and unarbitrary. 

In perspective, two fundamental facts stand out about the farm legis- 
lation of the past decades. One is the success of farm groups in obtaining 
legislation with the stated purpose of elevating relative farm prices sub- 
stantially above the level dictated by the trend of economic adjustments. 
The other, closely related, is the failure to separate the “economic” prob- 
lem of resource allocation from the “ethical” one of income distribution. 

There can be little doubt that the agricultural sector of our economy has 
been “economically” overexpanded and that insofar as resource allocation 
is concerned our endeavors should have been directed to expediting the 
flow of resources out of agriculture into occupations where they could 
support themselves without subsidies. The fundamental change in the 
export market and the vast relative expansion in industrial and com- 
mercial areas make this conclusion inescapable. Even under war condi- 
tions agricultural incomes have kept pace only with special aid. The 
concepts of “parity price” and “parity income” are based upon the 
assumption that all existing farmers “ought” to be again relatively as well 
off as they were in the period of greatest agricultural prosperity — ^that this 
income level “should” be maintained without the withdrawal of farmers to 
other occupations. This assumption simply does not withstand analytical 
examination. Programs such as the AAA, which artificially raise farm 
prices and make it necessary for resources to remain in agriculture if they 
are to receive the government supplementary income that they sorely 
need, not only do not facilitate movement of resources in accordance with 
consumer demand but on the contrary impose direct barriers to such a 
movement. Moreover, the present acreage control system brings the 
withdrawal of a certain per cent of all farm land, good and bad, from 
production, as each farmer reduces to meet his acreage allotment. From 
the point of view of efficiency in production the withdrawal of part of our 
best land from production while simultaneously subsidizing marginal land 
to keep it in production is clearly absurd. Economic considerations 
surely indicate the desirability of maintaining full production on the 
better land while withdrawing marginal land completely. The similarity 
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to the “excess capacity” wasted under the cartel arrangement in industry 
in spite of monopolistically high prices is striking. 

If it is argued that everyone ought to receive a certain minimum income 
(an ethical judgment), since many farmers receive very low incomes it 
follows that steps “should” then be taken to augment low farm incomes. 
But this problem of income distribution would most logically be treated 
directly on an ad 'personam basis, rather than by forcibly perpetuating an 
overexpanded agricultural “industry” relative to other sectors by making 
aid to farmers contingent upon their staying in farming but reducing 
individual outputs. Consideration of the results of the farm program in 
this connection is instructive. Aid to farmers has been based not on 
personal need but on the size of the agricultural plant previously operated 
by the farmer. Thus the larger the farm, the larger have been the 
payments for holding a certain percentage of the acres out of production. 
What evidence there is available indicates that the average amount of 
government payments received per farm family increases substantially as 
family income rises. That is, as a result of the particular methods now 
being used for distributing payments, the largest government subsidies are 
going to those farm families already receiving the largest incomes. 

If one accepts the dual propositions that the most “economic” allocation 
of resources possible ought to be obtained and that special steps ought to 
be taken to augment the income of low income farm families (as part of a 
general program for all low income groups) , a logical separation of steps 
appears to follow. On the one hand, barriers ought to be removed and 
positive steps taken to expedite the free movement of resources to those 
areas where consumers want them most. On the other, given this eco- 
nomic allocation of resources, direct independent action ought to be taken 
to redistribute income so as to augment the means of the low income 
groups. 

More efficient use of resources within agriculture and out of it might be 
obtained by removing impediments to mobility resulting from the present 
system of farm aid, by providing better information as to available 
employment opportunities, by special grants and free training to persons 
wishing to move from declining to growing occupations, by breaking down 
barriers now existing in industry as a result of industrial and labor 
monopoly practices, by taking measures to minimize uncertainty in agri- 
culture, by taking steps to minimize depressions that wipe out the demand 
for resources everywhere, and by continued and expanding programs of 
soil erosion control, forest preservation, flood control, and so on. 

The problem of income distribution basically is a personal one. Given 
the optimum economic allocation of resources, income may be redis- 
tributed by any of a number of means. Most obvious and direct is the 
imposition of progressive taxes on high income groups with the proceeds 
used to provide free or subsidized services or even cash grants to low 
income groups. The possibilities of such services for low income farm 
families fairly shout — education, better housing, rural electrifiication, and 
so on. FSA has already given some indication as to what can be 
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«MOBQplidiied along this line. Free vocational education may be a means 
of solving some low income problems as well as of directing resources into 
the channels where they will be most productive. And positive, vigorous 
Bff<^8 to raise low farm incomes would go far toward solving the conser- 
vation problem. In a vast number of cases, the basic reason for soil- 
wasting practices is the inability of the farmer to afford soil-conserving 
methods that would pay both him and society in the long run. 

Granting the logical validity of this general approach to solution of 
“the farm problem,” one might proceed to detail the problems involved 
in its application. Can industrial and labor monopolies be broken down 
to permit free entrance of surplus farm population? Is it sociologically 
desirable that persons and families break firmly established ties to move 
about, even granting the economic desirability of such mobility? May 
it be better from a sociological and psychological viewpoint in depression 
periods to provide relief for farm families by making payments in relation 
to crops rather than simply handing out relief funds? How can we 
prevent depressions so as to keep open opportunities for employment of 
resources outside agriculture? How can the public and Congress be 
convinced that such fundamental changes ought to be made, here or in 
the field of labor-security legislation where the resource allocation and 
income problems have been similarly confused? How can “objective” 
analysis of needs and likely results be made the major guide to legislative 
and administrative action, instead of the present political catering to 
self-seeking, if perhaps well meaning, political pressure groups? The 
methods of formal economic analysis have much to contribute to a more 
reasoned formulation of social policies. But the problems of the real 
world cannot be solved by formal analytical tools alone — ^it would be an 
incomparably simpler world if they could. 
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Clayton Act, restraints of trade, 403 
Coal, bituminous, pricing of, 393 f. 
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Competition : 

character oF, and product diversifica- 
tion, 334 ff. 
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Creditors, position of, price level changes 
and, 607 ff . 

Crop loans and storage, under CCC, 
9q5f. 
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factors affecting, 67 ff. 
graphical analysis, 55 f. 
importance of, in setting of utility 
rates, 423 
significance, 66 f. 
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Economic analysis: 

in analysis of social organization, 17 £• 
institutional framework of,. 147 ff. 
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law and weapons of, 494 f. 
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Entrepreneur: 
government as, 724 f. 
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313 ff. 
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control, 877 f. 
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functions of middlemen in, 30 ff. 
modem, 19 ff, 
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regular) 725 ff . 
scope of, 720 ff . 
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inooipe distribution by, 627 ff. 
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1921-1933, 900 f. 
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organization of, 636 S. 
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service functions of, 63&ff. 
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906 f. 
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long run, 137 ff . 
in market, 133 ff. 
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Firms (CQtiL): 
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graphic representation of profits and 
losses of ^ 159 f . 

marginal analysis of production ad- 
justments, 181 ff. 
production policies of, 162 if. 
short-run market adjustments and, 
216 ff. 

supply schedule of an individual, 216 f. 
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gration of, 806 ff . 

Fiscal policy, 690 ff . 
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timing of, 696 f . 
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justment, 889 ff. 
farm labor and, 891 ff. 
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economic policy and, 682 ff . 
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under, 853 ff. 
general business, 657 ff . 
widespread, in business activity, 648 
see Business cycles 
Foreign exchange, 845 ff. 

"Free” currencies, exchange rates with, 
847 f. 

Freedom of contract, 489 
Free price system : 

circular flow of economic activity in, 
37f." 

consumers* pir^ferpnces registered by, 
36 • 

distribution under, 37 
production under, 36 f. 
simplified model of, 35 ff. 

Free trade, law of comparative costs and, 
835 f. 

G 

Gift taxes, 768 ff. 
evaluation, 770 f • 
incidence, 770 
Gold: 

future policy regarding, 634 f. 

price level and, 62? ff . 

silver, and "mixed standard,” 633 f. 


Gold (Cont.) : 

"too little,” problem of, 631 f. 

"too much,” problem of, 632 f . 

Gold standard, the, 627 ff. 
abandonment of,“629ff. 
exchange rates under, 848 f . 
international, international adjust- 
ments under, 851 ff. 

Gompers, Samuel, 449 

Government 
as entrepreneur, 724 f . 
as transfer agent, 724 f . 
debt, fiscal policy and, 697 f . 
expenditures : 
distribution of, 725 ff. 

by income groups, 731 f. 
historical trend of, 711 ff. 
in recent years, 708 ff . 
regular, 726 ff. 
scope of, 720 ff . 
war, 727 ff. 

federal reserve system as fiscal agent 
for federal, 642 f . 
finance, 690 ff. 
in American economy, 40 f . 
ownership, 427 ff. 
regulation, public utility, 427 ff. 
revenues : 

historical trend of, 711 ff. 
in recent years, 708 ff. 
sponsored cartelization, recent price 
pdicy under, 390 ff. 
support of collaborative pricing, 395 f. 
trade-unions and, 488 ff. 

Government-operated enterprise, con- 
centration of, 91 ff. 

Grademark, sellers required to use pri- 
vately owned, 378 

Grading of products, as marketing func- 
tion of middlernaA^ 32 f. 

Great Britain, development of trade- 
unionism in, 444 ff. 

Gross income, defined, 121 

Group action, displacement of individual 
by, in American economy, 39 f , 

H 

High-fixed-cost industries, incentives to 
collaborative price stabilization, 
384 ff. 

High-price policy: 
of nineteenth century trusts, 380 ff. 
recent, example of, 382 f . 

Holding companies: 
development of, 353 ff. 
utility, see Utility holding companies 

Horizontal integration, defined, 82 



\mE< 


925 


Sours: 

legislation controlling, history of, 616 f. 
policies, economic effect of, in trade- 
union bargaining, 471 ff. 
provisions, in labor agreements, 460 f. 

I 

Implicit costs, 118 
Implicit interest, 120 
Improvements, real property, taxes on, 
780 f. 

Incidence of taxation, 741 ff., 743 ff. 
Income : 

agricultural, erratic, 898 f. 
area, distribution by, 630 f. 
average per capita, 625 f. 
distribution : 

as determinant of dollar votes, 533 
by occupation, 629 f. 
consumer spending and, 536 
controlling, at source, 572 ff. 
corporation income, effect of, 775 f. 
economic contribution and, 561 ff. 
equalisation of, arguments for and 
against, 666 f. 

equity in, 483 ff., 714, 736 ff. 

as *^end’’ of social policy, 142 f ., 714 
in socialistically organized economy, 
575 f. 

in U. S., 526ff. 

monopolistic aind monopsonistic ele- 
ments in, 562 ff. 

personal income taxes, effects on, 
766 f. 

price level changes and, 605 ff. 
property taxes, effect on, 785 f. 
public policy and, 561 ff^ 
relation betyireep, .and I*esource allo- 
cation, 633 ff. 

unequal, effects on allocation of re- 
sources, 536 f. 

family, distribution by, 527 ff. 

distribution in U. S., table of, 10 
farmers, 897 f . » 

groups, expenditure pattern by, 533 ff, 
inequality of, measurement of, 568 f. 
levels, age, sex, and race differences in, 
631 f. 
money, 521 
sources of, 637 ff. 

sources of personal, in U. 8 ., 665 ff. 
national, 522 ff. 

•corporation income taxes, effects on, 
776 

fiscal policy and, 790 ff. 


Income (Cont.): 

national money, as index of national 
real, 624 f. 

personal, distribution of, 521 ff. 
problem of, restraint of trade, 412 f. 
property, purely competitive general 
equilibrium and, 542 ff. 
psychic, 522 
real, 621 f ., 623 
redistribution, 533, 735 ff. 
collection of public revenues and, 
570 f. 

public expenditures and, 671 f. 
public policy and, 667 ff., 735 ff. 
retail sales taxes, effect on, 755 
sources, by size of income, 559 f. 
taxes, see Corporation income taxes, 
Personal income taxes 
types of, 521 f . 

Income groups, distribution of expendi- 
tures by, 731 f . 

“Increased employment” argument for 
protective tariff, 868 f . 

Individual : 

displacement of, by group action, 39 f. 
economic system and, 16 f. 

Individual demand, 44 f. 

curves, downward slopes of, 50 f . 
Individualism : 
economy and, 325 ff. 
philosophy of, 344 ff. 

Industrial Workers of the World, forma- 
tion of, 450 
Industry: 
defined, 78 f. 

long-run under- and overdevelopment 
of, 327 

number of firms in, 90 ff . 
purely competitive adjustments of, 
. 206 ff., 216 ff., 225 ff. 

Inelasticity of demand, iactors affecting, 
67 f. • 

“Infant industry” argument for protec- 
tive tariff, 859 f . 

Inflation : 

“direct action” to check, 801 ff. 
effects on income distribution, 606 ff. 
fiscal powers to check, 690 f. 
quantity of money and, 617 f . 
wartime credit policy, federal reserve 
system, 651 f . 

Information, as marketing function, 32 f« 
Injunction : 
defined, 464 

weapon of employers, 496 
Innovations, introduction of, 660 f, 
in business cycles, 668 f.; 674 





m 

Input-output data: 
foB b}cpolhetipal 
graphic presentation 0^ 

Input-outpub telatlons^ physical in a 
IQftyff’. 

Inputs^ delhacd, 

Installmenji control of, by federal 

reserve system, 660 f. 

Insurance : 
old age, 818A 

uneqkployiwsnt, see Unemployment in- 
surance 

Integralipn> pwJuct, diversipcatfew^ as 
cojy Hmyt of,, 162'f , 

Interests 

implititW 120r 

in pusete oompetitiye general equihb- 
riim4fl44ffv 
rates of, 552 f. 

aHoeation oit resources and, 546- f.. 
Interlocking directorates, 364 
BMiernatiQnalt adfuetments: 
under flujotunting exchanges, 853 ff. 
under international gold 8\andard,, 

mfi. 

International lending^ basic case for, 83^ f. 
International trade: 
agriauktiire and, 89$ S. 
balance of payments, 839 if. 
basic case for, 

comparative advantage, law* of, 83Q>f!. 
contf Qt of uiterestn an^ 837 f. 
interferences with, 888 ff., S74ff. 
interregional and, 829 f. 
political aspects of, 838 1 
Itttetwtipiud trfin^tmns, financing, 
845 ff. 

Interregional trade,, international and, 
829rf. 

Investments: 

corporataon) ocrntrolr over, 22*9. 

"fair value” of, problem ot. 481 f « 
initial, a&e d,. 

Investors, economic system and» 16 

J 

Job opportunities: 
freedom ikt choke of, 142, 482f., 714 
scarce: 

excluskm from^ ecoaomk effects of, 
467ff. 

for a^oultuml labor, 892ff. 
trade-<mionism and collective man** 
agement of, 440 f . 

Job protection, provisions oonecnimg, 
48|f. 

Joint prodiiots,, 282 ff. 
characteristics of, 253 ff. 


Joint products (ConL): 
compkQ»CStoiy aM auhsjbitwtive pro 
dui^ion relatiox]^ between, 853 f . 
demands schedules for, 867 1 
j differential utility rates and, 484 f. 

I long-run adjustments, 259 f. 
j output and pricing of, 255 ff., 260 ff. 

I prices of, 262 f. 

I short-run pricing of, 258 f. 

I short-run supply of, 888 

; single product analg^is emd, 263 f . 

' K 

i 

j Knights of Labor, formation of* 448 f. 

I L 

; Labor, see edeo* Trade<*uni(mkm 
disputes, 461 ff., 49!6f . 

‘ division of : 

affecting siase of enterprise, 8$f, 
management, affecting' siae of enter- 
prise, 87 

farm, associated fixed costs and, 891 ff. 
groups, tactics of organized, 342 
law and. weaponst ol, 492 ff. 
legal powers of, 488 ff . 
mobility of, and economic opportunity, 
330 ff. 

role of, in economic control, 456 ff . 
services of, pricing, 200 
supply, controlling, 373 f. 
wages of, 562 

Labocens, economic sy^m and, 16 
Land, taxes on, 781 f. 

Laws: 

"antitrust,” enforcement of, 404 ff. 
concerning (Standards, manipulation? of, 

' 377 ff. 

employers! weapons and, 404 f . 
federal,. 508iff. 

"antitrust,” 461 ff . 
iniorshaie pacts, 507 f. 
labor^s weapons and, 492 ff. 
state, wage and hours regulation by, 
506f. 

traditional principles in, 488 f. 
Leadershhp* priee> and stabilization of 
sleeLprkesv 386ff. 
Least^oos^Ksombinatk^ 
defined, 126 

maximum profit output and, 804 
Legal form: 

corporation^ as business unit, 65 f. 
partnership, 63 f. 
sini^ proptieioiship, 61 
Lending, international, bask case for, 
836 f. 

Licensing requirements, unreasonable, 377 
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Living: 

agricultural standard of, 899 f. 
plane of, 4ff. 

economic cooperation determines, 22 
present American, 7ff. 
progress in raising, 714 f. 
as “end*’ of social policy, 143 f. 
trade-union policies, 486 f. 
standard of, 5 ff . 

economic system in achievement of, 
14 ff. 

Loans, crop, under CCC, 905 f . 
Local-state-federal fiscal activities, inte- 
gration of, 806 ff. 

Long run: 

combinations, of productive agents, 
115 f. 

economic stabilization, 701 ff. 
entry of firms in, freedom and re- 
strictions of, 137 ff. 
output-cost curves, 129 f. 
planning, 106 ff. 
view of costs, 128 ff. 

Losses, see also Capital gains and losses 
graphic representation of : 
monopolistic firm, 164 f. 
purely competitive firm, 169 f. 
Luxuries, defined, 749 f. 

M 

Machinery, expensive, affecting size of 
enterprise, 86 
Management : 

efficiency, minimum wage regulations 
and, 512 

size of business enterprise and, 87 ff. 
Manipulation, financial, affecting size of 
enterprise, 90 
Manpower, in U. 8., 13 
Manufacturers, economic system and, 16 
Manufacturing : 
concentration in, 93 f . 
corporation, cost and profit viewed by, 
118 ff. 

establishments, trends in size of, 80 ff. 
Marginal adjustment, analysis of: 
in terms of inputs and associated out- 
puts, 181 ff. 

in terms of outputs, 193 ff. 
introduction to, 170 ff. 

Marginal cost: 
defined, 171 

graphic representation of relation be- 
tween average expenditure and, 
174 

of monopsonistic buyers, 173 f. 
of purely competitive buyers, 172 f. 


Marginal product: 
defined, 111, 171 
graphic presentation of, 113 f. 
sale value of, as measure of “worth” 
of marginal product to con- 
sumers, 180 

naarginal revenue and, 177 ff. 

Marginal revenue: 
defined, 171 

elasticity of average revenue schedule 
and, 175 ff. 

sale value of marginal products and, 
177 ff. 

Marginal unit cost: 
compared with- marginal unit revenue 
to find most profitable output, 
196 ff. 
defined, 194 

relation between, and other cost data, 
200 ff. 

Marginal unit revenue: 
compared with marginal unit cost 
to find most profitable output, 
196 ff. 
defined, 194 

relation between average revenue and, 
194 f. 

“Margin” requirements, changes in, fed- 
eral reserve system, 649 f. 

Market : 
adjustments: 

short-run, and the firm, 216 ff. 
toward competitive equilibrium, 
208 f. 

firm in the, 133 ff. 
labor, see Labor 

monopsonistic, and payments to owners 
of productive agents, 329 
operations, open, by federal reserve, 
643 ff. 

opportunities, size of business enter- 
prise and, 89 f Jf 
positions: 

and antitrust, 407 ff. 
dominant and controlling: 
attaining through product diversifica- 
tion, 103 

foundations of, 350 ff. 
types, classification of, 133 ff. 
prices, defined, 90 
pure competition in, 133 f. 
purely competitive, monopsonistic 
buyer selling in, 165 ff, 
simple monopoly in, 134 f. 
see also Competition, Monopolistic, 
Monopoly, Monopsonistic, Mo- 
nopsony, Oligopoly, and Oligop- 
sony 
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Marketing: 

bottlenecks, regulation of, 430 f, 
channels, controlling, 369 ff. 
functions of middlemen, 31 ff. 
quotas under AAA, 903 ff . 

Marxian socialism, 441 f . 

Materials, unreasonable requirements 
concerning, 377 f. 

Means, selection of, by economist, 147 
Meat-packing industry: 
controlling marketing channels in, 369 f . 
price discrimination and product di- 
versification in, 375 ff. 
Mechanics’ Union of Trade Associations 
in Philadelphia, 448 
Middlemen: 

functions of, in complex exchange 
economy, 30 ff . 
necessity for, 34 f. 
quantitative importance of, 34 
Milk, fluid, pricing of, 392 f. 

Minimum wage, see Wage, minimum 
Mining, concentration in, 95 
^^Mixed standard,” gold, silver, and, 633 f . 
Mobility, see Entry, and Economic op- 
portunity 

Monetary policy, 686 ff. 

problem of ^‘timing,” 689 
Money : 

circulation, velocity of, 621 ff. 

credit and, 681 f. 

flow of, through the firm, 537 ff. 

functional division of, 539 ff. 
furnishing, for circulation, function of 
federal reserve system, 639 f. 
in complex society, 579 ff, 
introduction to, 679 ff. 
issue and withdrawal of, 686 f . 
new, as source of revenues, 800 f . 
quantity of: 
determinants of, 616 ff. 
inflation and,?618f. 
transfers in public economy, 722 ff. 
types of, 582 ff . 
value of, defined, 600 ff . 

Money income, 621, 623 f. 

personal, sources of, 537 ff., 655 ff. 
Monopolistic competition, 2M ff. 

meaning of concept, 135 f. 

Monopolistic enterprise, payments to 
owners of productive agents and, 

mt 

Monopolistic firm: 

graphic representation of profits and 
losses, 164 f. 


Monopolistic firm {Cont,)i 
production and price adjustments of, 
160 ff. 

Monopolistic power: 
advertising as a basis of, 333^. 
see also Market, positions, and Mar- 
keting 

Monopolistic sellers, marginal products 
of, marginal revenue and sale 
value of, 175 ff. 

Monopoly, simple, 283 ff. 
meaning of concept, 134 f. 

Monopsonistic buyers, marginal costs 
and average expenditures of, 
173 f. 

Monopsonistic competition, 298 ff. 
in buying, 135 f. 

Monopsonistic firms, short-run policies 
of, 165 ff. 

Monopsony, simple, 290 ff . 
meaning of concept, 134 f. 

Motor fuel taxes, 752 f . 

N 

“National economic stability” argument 
for protective tariff, 869 ff . 

National income, see Income, national 

National Industrial Recovery Act: 
codes of “fair competition” and, 
364 f. 

collective bargaining and, 491 
conflicts of interest revealed under, 
321 ff. 

regulation of wages, 608 

National Labor Relations Act, 491 f. 

National Labor Union, formation of, 448 

National Resources Committee, esti- 
mated value of production 
equipment, 12 

“National self-sufficiency” argument for 
protective tariff, 860 f . 

National Trades’ Union, 448 

Natural resources, in U, S., 12 

Need, equality and, as social “ends,'' 
665fr 

News, market, fimction of, in marketing, 
32 f. 

0 

Occupational groups, selected, number 
of persons in, 26-27 

Occupational specialization, in America 
today, 25 fit. 

Occupations; 

income distribution by, 529 f . 
specialization, advantages of, 22 f. 
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Oil-refining industry: 
patents in, 373 
price cutting in, 374 £. 
controlling transportation facilities in, 
367 f. 

Old-age insurance, 818 ff . 

Old-age pensions, 820 f . 

Oligopoly, 303 ff. 

collaboration in price and output 
policies, 305 f. 

long-run adjustments, 309 f. 
meaning of, 136 f. 

price competition, nonaggressive, 303 

ff. 

restraint of trade and, in antitrust pro- 
gram, 409 f . 

Oligopsony, 303 ff. 

collaboration in price and output 
policies, 307 

long-run adjustments, 309 f. 
meaning of, 136 f. 

• price competition, nonaggressive, 306 f. 

Open market operations, federal reserve, 
643 ff., 687 ff. 

Open price competition, escape devices 
in lieu of, 321 

Open shop, defined, 464 

Operating expenses, estimating, 423 

Opportunities, see Economic opportunity, 
Job opportunity 

Optimum scale of enterprise, 128 f. 
divergences from, 130 f. 

Organization, social, analysis of, eco- 
nomic analysis in, 17 f . 

Outlet differentiation, basis of, 298 

Output : 

costs per unit of, 124 ff. 
defined, 106 

finding most profitable, by comparing 
marginal unit revenues and mar- 
ginal unit costs, 196 ff. 
finding most profitable, by comparing 
total revenues and total costs, 
162 ff. 

marginal analysis in terms of, 193 ff . 
maximum profit, and least-cost-com- 
bination, 204 

volume of, management economy 
through, 87 f. 

see abo Competition, Joint products. 
Monopolistic, Monopsonistic, 
Oligopoly, and Oligopsony 

Output-cost curves: 
long-run, 129 f. 
short-run, 126 f. 


Output-cost curves (Coni .) : 
oligopsony collaboration in price and, 
307 

P 

Partnership : 
as business unit: 
advantages of, 64 
disadvantages of, 64 f. 
legal form of, 63 f. 
extent of enterprise, 65 
Patents: 

as foundations of monopolistic power, 
372 f. 

public utility approach to, 431 f. 
Payments: 

balance of, in international trade, 839 ff. 
to productive agents and economic con- 
tribution, relation between, 327 ff , 
Pay-roll taxes, 7Kff. 

evaluation, 758 f. 

Pensions, old-age, 820 f . 

Personal income, distribution of, 521 ff. 
Personal income taxes, 760 ff . 
evaluation, 766 ff. 
incidence, 765 f. 

Personal money incomes, see Incomes, 
money 

Physical supply, functions of, as functions 
of middlemen, 33 
Picket, right to, 494 
Plane of living: 
defined, 4ff. 

economic cooperation determines, 22 
present American, 7 ff. 
progress in raising, as ''end’^ of social 
policy, 143 f., 714 
trade union policies and, 485 
Planning, long- and short-run, 106 ff. 
Plant, defined, 78 

Plumbing industry, unriasonable licens- 
ing requirements of, 377 
Pools, development of, 361 ff. 

Power, foundations of, 351 ff. 

Power sources, controlling, 371 
Preferences : 
consumer, 271 ff. 

allocation of resources in accordance 
with, 277 ff., 713 f. 
revenues, costs and, 274 ff. 
citizens, 716 ff. 
entrepreneurial, 338 
scales of, 4ff, 

worker, realization of, 482 f. 

Preferred f^ockholders, 69 f. 
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Price: see also Pricing 
adinstments: 
monopolistic firm, 160 ff. 
short-run, monopolistic competition, 
296 

administered and market, defined, 90 
agricultural, erratic, 898 f. 
discrimination, 169, 874 ff. 
indexes, and price level changes, 602 ff . 
joint product, 262 f. 
long-run, and output adjustments, 
225 ff. 

oligopoly collaboration in, and output 
pdicies, 305 ff . 

oligopsony collaboration in, and out- 
put policies, 307 

policies, examples of monopolistic: 
extreme, 380 ff. 

historical perspective on, 394 ff. 
under govemmentally sponsored car- 
telization, 390 ff. 

speculative manipulation, by outside 
financiers, 383 £.. 

steel, price leadership and stabilization 
of, 386ff. 

variability in, change in demand or 
supply, 212 

Price ceilings, evasions of, 323 f . 

in wartime, 801 ff. 

Price competition, nonaggressive : 
among oligopolists, 303 ff . 
among oligopsonists, 306 f. 

Price-cutting : 
advertising versus, 320 f* 
discriminatory, 374 ff. 

Price fixing: 
difficulties of, 212 ff . 
individual, 801 ff. 

Price level: 
changes: 

distribution of income and, 605 ff. 
price index^ and, 602 ff . 
defined, 600 ff. 
gold and, 627 ff. 

spending, trade, and interdependence 
of, 626 

Price stabilization: 

as basis for economic stabilization, 
701 f. 

as business poKcy, 384 ff. 
extent of, 3W 

incentives to collaborative, in high- 
fixed-cost industries, ^ff. 

Price system, law of comparative costs, 
free trade, and, 835f. 

Pricing: see alsa Price 
baaii^-point, 388 ff. 


Pricing: see also Price (ConO: 
bituminous coal, 393 f. 
collaborative, government support of, 
396f. 

fiuid milk, 392 f . 

interdependence in, of productive serv* 
ices, 250 f. 

joint products, 255 ff. 
labor, peculiarities of, 290 
long-run, of monopolist, 287 f . 
long-run considerations, of monopso- 
nist, 292 f . 

programs, xnrivately controlled, 394 f . 
sei*vices of material production agents, 

298f. 

short-run, of joint products, 258 f. 
short-run maximum profit, of monop- 
oly, 285 f. 

under Agricultural Adjustment Admin- 
istration, 391, 902 ff. 

Priorities, 801 ff. 

Produced resources, in U. S., 12 f . 

Producers, response to consumer de- 
mands, 60 

Production: 

adjustments: 

marginal analysis of, 181 ff. 
of monopolistic firm, 160 ff. 
agricultural, adjustment of, 888 ff . 
complementary and substitutive, re^ 
lation between joint products, 
263 f. 

control of, under AAA, 903 ff. 
corporation income taxes, effects on, 
776 

costs of, 117 ff. 

curtailment, and inelastic farm demand, 
893 

data, discontinuous, deriving figures for 
marginal unit cost and marginal 
unit revenue from, 193 ff. 
excise taxes, effects on, 749 S. 
level of, evaluation in purely competi- 
tive firm, 182 ff. 

maximum profit level of, in purely 
competitive enterprise, 152 ff. 
most profitable level of, marginal 
analysis of, 181 ff 

policies of purely competitive firms, 
152 ff. 

specialization in, of consumers’ good. 
29 f. 

under free price system, 36 f. 

Productive agents (see also Productive 
services) : 

change in price of one, adjustment to, 
246 f. 





Productive agents (see ajso Productive 
services) {Cant.) : 

complementary and substitutive rela- 
tions between, 245 
fixed, 107 

interrelated demands for different, 
243 ff. 

long*^run combinations of, 115 f. 
material, pricing services of, 298 f . 
payments to, relation between and 
economic contribution, 327 ff. 
short-run allocation of, 277 ff., 326 f. 
short-run combinations of, 109 ff. 
Productive services; see also Productive 
agents 

change in supplies of, 549 f. 
derived dema^ for, 239 ff. 
interdependent demands for, analysis 
of, 248 ff. 

long-run demands for, 239 ff. 
pricing of, and input under oligopsony, 
306 f. 

pricing of, interdependence in, 250 f . 
short-run maximum-profit pricing of, 
by monopsonist, 290 ff. 
supply of, influences determining, 237 f . 
products : 

differentiation, bases of, in monopolis- 
tic competition, 294 f. 
diversification of: 

and character of competition, 334 ff. 
causes of, 98 ff. 

relation between leadership of firm 
and, 96 ff. 

joint, see also Joint products 
differential rates and, 424 f . 
marginal: 
defined, 171 

opportunity costs and sale values of, 
275 ff. 

sales value of : 

as index of preferences, 274 f. 
as measure of "worth” of marginal 
product to consumers, 180 
marginal revenue and, 177 ff. 
pricing of, purely competitive firms, 
219 f. 

supplies of, influences determining, 
236 ff. 

Profit ^pectatkms, response to, 2291. 

in business cycles, 661 
Profits: 

defined in rebiioii to costs, 117 ff. 
farmer's view of, 121 
graphic representation of: 
monopolistic flrp^ 164 1 
purely competitive firm, 159 f. 
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Profits (ConL): 

long-run, of simple monopoly, 289 f . 
manufacturing corporation's view of, 
118 ff. 

maximum profit level of production, 
152 ff. 

of exclusive position, 663 ff . 
pure, 547 ff. 

Property income, purely competitive 
general equilibrium and, 542 ff . 
Property rights, 489 f. 

Property taxes, 776 ff. 
administration, 777 ff. 
capitalization, 782 ff. 
evaluation, 784 ff. 

improvements on real property, 780 f. 
real property, 781 f . 
severance, 782 
Proprietorship : 
advantages, 61 f. 

decreasing importance of individual, 
62 f. 

disadvantages of, 62 
legal form, 61 

Prosperity, in business fluctuations, 670 ff., 
679 

"Protect home industry'' argument for 
protective tariff, 862 ff. 

"Protect our high wages and high plane 
of living” argument for protec- 
tive tariff, 866 ff. 

Psychic income, 522 
Public economy: 
introduction to,, 707 ff. 
money and real transfers in, 722 ff . 
social policy and, 713 ff. 
special characteristics of, 715 f. 

Public policy, income distribution and, 
661 ff., 567 ff., 714 ff. 

Public utilities: 

approach, and antitrust policy, 429 
companies, privileges Jranted to, 418 f. 
concentration of, 91 ff . 
rate regulation, evaluation of, 425 f . 
regulation of, 415 ff. 
holding companies, 426 ff. 
machinery of, 417 ff. 
rates, 420 ff. 

sales, quality and quantity of, 419 f . 
Public utility approach: 

NIRA approa^ and, contrast between, 
; 432 

! to patents, 431 f. 

i Public Utility Holding Company Act, 
I 426 

Pure competition, see Competitioo, pure 
\ Pure pi^ofits, 547 ff . 
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Q 

Quality, measuring, problem of, 314 f. 
Quality competition, 296 f., 314 ff. 
advertising versus, 320 f. 
effects of, 329 ff. 

Quantity, variability in, with change in 
demand or supply, 212 

Quotas: 

international trade, 874 f. 
marketing, under AAA, 903 ff . 

R 

Race difference in income level, 631 f . 
Rate regulation, 420 ff. 

Rates : 

demand elasticity in setting of, 423 
differential, joint products and, 424 f. 
exchange, 847 ff. 

rediscount, ^federal reserve system, 
changes in, 645 ff . 
see aho Wages 
Rationing, 801 ff . 

Raw materials, controlling, 371 
Readjustment, costs and difficulties of, 
338 

Real estate, factor in agricultural produc- 
tion adjustment, 889 ff. 

Real income, 521 f. 

Real property: 

improvements on, taxes on, 780 f . 
taxation of, 781 f . 

Real transfers, in public economy, 722 ff. 
Recession, in business fluctuations, 675 ff ., 
679 

Reciprocal Trade Agreements Program, 
export subsidies and, 907 f. 
Rediscount rate changes, federal reserve 
system, 645 ff. 

Regional specialization; 
advantages of,f24 
in America tocmy, 29 
Regular expenditures, government, 725 ff. 
Regulation; 

legal, of wages and hours, 606 ff. 
marketing bottlenecks, 4^f. 
public utility, 416 ff. 

Rent: 

in purely competitive general equi- 
^ librium, 544 f . 
in income statistics, 556 f. 

Reserves, holding member bank, function 
of federal reserve system, 638 f. 
as means of c^it control,. 643 ff., 687 f. 
R^urces; 
allocation of: 

economic contribution and, 664 f. 


Resources (Cont.): 
allocation of (ConL): 
in accordance with consumer prefer- 
ences, 141 f ., 713 f . 

monopolistic and monopsonistic in- 
terferences with, 325 ff. 
rate of interest and, 646 f. 
relation between income distribution 
and, 533 ff . 

trade-unions and, 480 ff . 
under pure competition, 277 ff . 
unequal income distribution, effects 
of, on, 636 f. 

war time controls of, 801 ff. 
economic, and technology, 11 ff. 
efficient utilization of, in product di- 
versification, 100 ff. 
natural, in U. 8., 12 
produced, in U. S., 12 f. 

Restraints of trade : 
attacks on since 1938, 404 ff . 
common law and, 398 ff. 
oligopoly and, in antitrust program, 
409 f. 

public policy attacking, 397 ff . 
trade-unionism and, 497 ff. 

Retailing establishments, trends in size 
of, 83f. 

Retailing services, degrees of concentra- 
tion in, 95 f . 

Retail sales taxes, 753 ff. 
evaluation of, 765 f . 
incidence, 753 f. 

Revenues : 
average : 
defined, 152 

relation between marginal unit rev- 
enue and, 194 f. 

consumer preferences and, 274 ff. 
curves, presentation of, 200 ff . 
govetnment : 

federal, state, and local, 708 ff. 
historical trend of, 711 ff. 
looking ahead at, 227 f . 
marginal ; 
defined, 171 

elasticity of average revenue sched- 
ule and, 176 ff . 

sale value of marginal products and, 
177 ff. 

marginal unii. compared with marginal 
unit cost to find most profitable 
output, 196 ff. 
defined, 194 

relation between average revenue 
and, 194 f. 
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Revenues {Cont,)\ 
public : 

collection of, and income redistribu- 
tion, 670 f . 
taxation, 733 ff. 
sources of national, 791 ff. 

Revival : 

business cycle, 667 ff., 679 
fiscal powers to stimulate, 691 ff. 

Risks: 

as function of middleman, 33 f. 
uncertainty versus, 561 f . 

Robinson, E. A. G., on machine economy, 
86 

S 

Sale value, of marginal products, 275 ff. 
Scale of enterprise : 

^ economies and diseconomies of, 129 
optimum : 
defined, 128 f . 
divergences from, 130 f. 

Scales of preferences, defined, 4ff. 
Security : 

as ‘*end^' of social policy, 144, 715 
effect of trade-union policy on, 485 
quest for, in product diversification, 102 
social, 809 ff. 

Sellers: 
monopolistic : 

buying monopsonistically, production 
adjustments of, 188 ff. 
buying purely competitively, produc- 
tion adjustments of, 184 ff. 
facing monopsonistic buyer, 167 f . 
marginal products of, marginal rev- 
enue and sale value of, 175 ff. 
non-price competition among, 313 ff . 
price-control evasions among, 313 ff. 
purely competitive: 
buying monopsonistically, production 
adjustments of, 186 ff. 
marginal products of, marginal rev- 
enue and sale value of, 175 ff. 
required to use grademark, 378 
Selling : 

monopolistic competition in, 135 f. 
oligopoly in, 136 f. 
pure competition in, 133 f. 
simple monopoly in, 134 f. 

Selling agencies, cooperative, 363 f . 

Selling costs, defined, 316 f. 

Seniority rules, in trade-unions, 468 f. 

Severance taxes, 782 

Sex differences in income levels, 631 f. 


Sherman Act: 

* penalties under, 407 
provisions and interpretations, 401 f. 
Shifting of taxation, 741 ff. 

Short-run planning, 106 ff. 
combinations of productive agents, 
109ff: 

decision to operate or shut down in, 
127 f., 155 

output-cost curves, 126 f. 
preliminary analysis of, 151 ff. 
view of costs, 122 ff. 

Silver, gold, and "mixed standard,” 633 f. 
Size, problem of, restramt of trade, 410 f. 
Social criteria for taxes, 734 f. 

Social order, new, trade-unions and, 441 f. 
Social policy: 

"ends” of: 

clarification by the economist, 145 f. 
frequently accepted, 140 ff. 
in public economy, 713 ff. 

Social security, background of, 809 ff. 
Social Security Act of 1935, 811 ff. 

Social welfare, principle of maximizing, 
720 ff. 

Society : 

atomistic view of, 344 ff. 
farmers’ economic status in, 883 ff . 
Sovereignty, consumers’ and citizens’, 
716 ff. 

Special assessments, 786 ff. 

Specialization : 
advantages of, 22 ff. 
factors encouraging, in American econ- 
omy, 25 

in production of consumers’ good, 29 f . 
international and inter-regional, 829 ff. 
limitations of, 24 f. 

management, affecting size of enter- 
prise, 87 

occupational, in America today, 25 ff . 
regional, in America 4)day, 29 
relation between, and exchange, 21 f. 
Spending, trade, and price level, 612 ff . 
Stability : 

as "end” of social policy, 144, 715 
effect of trade-union policy on, 485 
Stabilization : 

"long-run” economic, 701 f. 
price, see Price stabilization 
Stabilization funds, as controlled ex- 
change rates, 849 f . 

Standard of living:, 
achievement of, economic system in. 

14 ff. 
defined, 5 ff . 
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8tate-federal*local fiscal actirities^ iate- 
gration 

Steel prioeS) price leadership and stabili- 
zation of, 386 ff. 4 

"Sticky” costs, 

Stockboldere: | 

common, 66 f. 
preferred, 69 f . 

Storage : 

as marketing function of middleman, i 
83 ; 

crop, under CCC, 905 f . ■ 

Strike; 

as a labor union weapon, 461 
right to, 492 f . 

Subsidies, export, 876*f. 

trade agreements program and, 907 f . 
Supply: 

aggregate short-run, 218 f . 
changes in, effect on equilibrium price 
and quality, -210 f . 
curve, long-run aggregate, 233 ff. 
joint product, 262 f. 
long-run, relation between costs and, 
232 ff. 

periods of, 214 f . 

purely competitive, and the firm, 216 

ff. 

short-run, of joint products, 256 
Supply and demand: 
changes in both, effect of, on equilib- 
rium price and quality, 211 f. 
law of, pure competition and, 207 ff. 
Supply schedule: 

defined, 207 i 

long-run, 231 

Surplus disposal program, under FSCC, | 

906f. 

T 


Tariff: 

background of, 866 f. 
development of, 857 f . 
effects of, 859 ff, 
making, in U. S., 871 ff. 
protective, arguments used to substan- 
tiate, 869 ff, , 

Taxation ; 

"ability-to-pay” principle, 736 ff, 
as source of revenue, 701 f. » 

"benefit” principle, TMf. 

"equity” in, 735 ff. 
excise taxes, 748 ff, 

"good” and "bad” taxes, 784 ff. i 

iocidence of, 741 ff. i 


Taxation (Cont.): 
public revenues, 733 ff . 
drifting of, 741 ff. 
social criteria for, 734 f. 

Tax burden, distribution of, 738 ff. 

Taxes : 

assessments, special, 786 ff. 
corporation income, 771 ff. 
death, 768 ff . 
excise, 743 ff . 
gift, 768ff. 

income, see Corporation income taxes; 

Personal income taxes 
motor fuel, 752 f . 
pay-roll, 756 ff. 
personal income, 760 ff . 
property, 776 ff. 
retail sales, 763 ff. 
severance, 782 
Technology : 

economic resources and, 11 ff. 
size of business enterprise and, 86 f. 
Temporary National Economic Commit- 
tee, report of, on manufacturing 
operations in U. S., 80 ff. 

Timing of fiscal policy, 696 f . 

Timing of monetary policy, 689 
Total costs: 

entry or withdrawal of firms and, 131 f. 
position of firm and, in short run, 157 ff. 
Totalitarianism, 346 
Total product: 
defined, HI 

graphic presentation of, 113 f. 

Total unit cost: 

"decreasing costs” and, 284 
defined, 124 f. 

least-cost-combination and, 128 f. 
long-run supply and, 233 ff . 
relation between marginal unit costs 
and, 200 

relation to fixed unit and variable unit, 
125 

Trade : 

free, see Free trade 
international, see International trade 
restraints of, see Bestraints of trade 
spending, and price level, inteidepend- 
ence of, 626 

Trade agreements program, 372 f. 

and export subsidies, 907 f. 

Trade associations, development of, 862 f . 
Trade-unionism: 

allocation of resources and, 480 ff . 
batgaining, vrage and hour policies in, 
471 ff. 

ominDt American. 453f. 
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Trade-unionism (ConL): 
displacement of union workers, resist- 
ance to, 470 

disputes between rival unions, 469 f. 
economics of, 467 ff . 

England and U. S., compared, 466 
government and, 4^ ff. 
history and philosophy of, 439 ff 
443 ff. 

labor disputes, 461 ff. 
purposes and social philosophies, 439 ff. 
restraint of trade and, 497 ff . 
restrictions on entry into union, 467 f. 
right to exist, 490 

wage policies and business cycles, 678, 
698 ff. 

Transactions, volume of, 626 f. 

Transfer agent, government as, 724 f. 
Transportation, as marketing function of 
middleman, 33 

Transportation facilities, controlling, 
367 f. 

Trusts: 

development of, 362 f. 
extreme price policies, examples of, 
380 ff. 

U 

Uncertainty : 

economic contribution and, 663 f. 
risk versus, 651 f . 

Unemployment: 
borrowing in periods of, 796 f . 
expenditures in periods of, 804 ff . 
new money in periods of, 800 f . 
taxation in periods of, 792 
see also Business cycles 
Unemployment insurance : 
benefits of, 817 f. 
coverage of, 816 f. 
economic aspects of, 816 ff, 
financing of, 817 
legal status of, 812 ff . 
nature of, 814 f . 

United States: 

income distribution in, 626 ff. 
socialist ideology, compared with atti- 
tudes in, 666 f . 

sources of personal money incomes in, 
666 ff. 

tariff making in, 871 ff. 
trade-unionism in: 
checks to development of, 446 ff. 
history of, 448 ff. 
types of money in, 682 


United States Housing Act, regulation of 
wages, 509 

Utilities, public, see Public utilities 
Utility holding companies, regulation of, 
426 ff, 

V 

Variable costs: 
defined, 122 

position of firm and, in short run, 169 
Variable unit cost: 
defined, 124 

relation between marginal unit costs 
and, 200 

Variety, paying for, 331 f. 

W 

Wages: 

base rate, determining, 514 ff. 
in business cycles, 667, 678, 698 ff. 
in purely competitive general equilib- 
rium, 646 f. 
minimum : 

difficulties in setting, 614 ff. 
effects of, 510 ff. 
legislation, history of, 506 ff. 
monopolistic and monopsonistic ele- 
ments in determination of, 552 
policies, economic effects of, in trade- 
union bargaining, 471 ff. 
provisions in collective agreements, 
460 f. 

Wages and Hours Law, 609 f. 
Walsh-Healy Act, regulation of wages in, 
609 

Wartime : 

“business cycle” policy in, 703 f. 
credit policy, federal reserve system, 
• 661 f . 

expenditures, government, 727 ff. 
inflation, see Inflation^ Price ceilings, 
and Fiscal policy. 

Western Federation of Miners, 450 
Withdrawal of firms, total cost and, 131 f. 
Workers: 

attitudes and arguments of, in collec- 
tive bargaining, 466 f. 
preferences of, realization, 482 f. 
union, resistance to displacement of» 
470 

Workmen's compensation, 821 ff. 

Y 


Yellow*dog contract, defined, 461 












